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HOW TO AUDIT 
A BANK 


By MARSHALL C. CORNS 


HIS new book is a practical guide to bank auditing 

routine and procedure. It is designed not only to 
show how to audit any bank as required by law but 
discusses in detail the responsibilities of directors, the 
pitfalls of bank management and operation, and the 
positive protectional and precautionary controls to 
set up so as to avoid embezzlements and defalcations. 
It contains many samples, schedules and forms used 
in undertaking an audit so that it is complete in every 
way. 


The author is a recognized authority on bank man- 
agement problems and auditing practices, procedures 
and routines. For many years has been a management 
consultant and advisor to banks and has had a career 
in banking from practical bank clerk to bank president, 
in both city and country banks, large and small. 


Over 84 exhibits add to the usefulness of the book 
which makes it indispensable for bank directors, offi- 
cers, auditors, students, bank examiners, public ac- 
countants, supervisory authorities and certified public 
accountants. 


Price $15.00 delivered 
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MARSHALL C. CORNS : 


For the first time, a practical book on bank cost accounting, bankers have 
wanting for years, complete with detailed instructions to enable any banker who 
cost-conscious to determine the profitableness of his operations and cost of servi 
rendered. Use of this book will provide the “facts” for revising Account Analysij 4) 
Methods and Service Charge Schedules. 

With this practical tool of management in concise and simple form at you 
fingertips, it will no longer be necessary to “guess” your costs. Every banker why 
uses this book properly can determine the profit or loss of any department of hi 
bank, the actual cost of performing every operation, and providing every servi 
merely by completing the schedules and applying his own income, expense, ané Drav 
activity figures to the work papers and exhibits, step by step, according to thy 
detailed instructions. Bank 

Price $18.75 Delivered 


oO Suret 

89 Beach Street, Boston 11, Mass. | Exte 

BAN. 

STATEMENT REQUIRED BY THE ACT OF AUGUST 24, 1912, AS AMENDED BY THE ACTS OF MARCH 3, 19m BAN. 
AND JULY 2, 1946 (Title 39, United States Code, Section 233), SHOWING THE OWNERSHIP, MANAGEMEN) TRTy: 
AND CIRCULATION OF THE BANKING LAW JOURNAL, published Monthly at Boston, Mass., for © : 
1, 1959. TRUS 


1. The names and addresses of the publisher, editor, managing editor, and business managers 
Publisher, Banking Law Publishing Company, 89 Beach St., Boston 11, Mass.; Managing Editor, M. W. Cro 
89 Beach St., Boston 11, Mass., Business Manager, Alexander Puglisi, 89 Beach St., Boston 11, Mass. | BOO] 





2. The owner is: (if owned by a corporation, its name and address must be stated and also immedi 
thereunder the names and addresses of stockholders owning or holding 1 percent or more of total amo 
of stock. If not owned by a corporation, the names and addresses of the individual owners must 
given. If owned by a partnership or other unincorporated firm, its name and address, as well as 
of each individual member, must be given.) M. W. Cross, d.b.a., Banking Law Publishing Company, 
Beach St., Boston 11, Mass. 


3. The known bondholders, mortgagees, and other security holders owning or holding 1 percent 
more of total amount of bonds, mortgages, or other securities are: (If there are none, so state.) 


4. Paragraphs 2 and 3 include, in cases where the stockholder or security holder appears upon the bod 
of the company as trustee or in any other fiduciary relation, the name of the person or corporation 
whom such trustee is acting; also the statements in the two paragraphs show the affiants full knowled 
and belief as to the circumstances and conditions under which stockholders and security holders who 
not appear upon the books of the company as trustees, hold stock and securities in a capacity other 
that of a bona fide owner. 


5. The average number of copies of each issue of this publication sold or distributed, through the 
or otherwise, to paid subscribers during the 12 months preceding the date shown above was: (This info 
tion is required from daily, weekly, semiweekly, and triweekly newspapers only.) 
ALEXANDER PUGLISI. BA 
Sworn to and toe before me this 24th day of September, 1959 
William F. 


Notary Public. 
(My commission expires March 7, 1964.) 


~ THE BANKING LAW JOURNAL 


VoLUME 76 NOVEMBER, 1959 NuMBER 11 








| CONTENTS 


ed BANKING LAW ARTICLE 


ivuceor POWERS AND OBLIGATIONS OF OFFICERS, DIREC- 
. TORS AND TRUSTEES OF BANKING CORPORATIONS—Marshall 


you Snyder and Daniel J. Zaally  ...........c.ccccccrscsecccrcscrcececerssesecocesosecocosssseceesoseees 921 
r whe 
of ti BANKING DECISIONS 
. Drawee Bank May Not Recover From Forwarding Bank in Check Raising 
a thi Case Despite Latter’s Guarantee .............cscssserssssrsnrerencersnersnensensncessareness 960 
Bank is Holder in Due Course Where Customer Permitted to Withdraw Funds 
NI nee ee Oe FOE Te INST Oe OS a a ere 973 
Sureties May Not Recover Progress Payments Made to Assignee Bank by Con- 
IIIT” corer satiate arctan eat iainderintedien aashcinileasesehsneiaineinnhibiddacdeaniasaeaelna 981 
| Extension of Credit Ruled Not Covered by Pennsylvania Usury Laws ............ 990 
—_ REGULAR DEPARTMENTS 
EN eee Ne ee a Oe ee Oe A A ae ee 994 
3, 1, BANKING LEGISLATIVE TRENDS IN THE STATES ..............cccccssescsssecees 996 
OD civisiechlbciicennahinegdahonbdbensenilabliedsivaheaticcssbdeeclicstncpedeideeapibnabiven 999 
ET SARE GUE OL, PETE SONNE 6 yncccccnconccesosscncneetosscesssnesseqessestsbeobesae 1002 
8 INVESTMENT AND FINANCE—Oscar Lasdom .............scccccssscssesssssscsssessscees 1007 
RR EE a Se eRe ER Samer 1011 
r 
ri THE BANKING LAW JOURNAL is published on the 15th of each month. 
pa Subscriptions, $15.00 a year in the United States and possessions; $16.00 
= in Canada and foreign countries. Single copies one dollar and fifty cents. 
».) Ne Material for publication is welcomed, either articles, decisions, or other 
= ‘ea items of interest to bankers, officers of financial institutions and their 
ation attorneys. While the utmost care will be given material submitted, we 


cannot accept responsibility for unsolicited manuscripts.. Copyright 1959, 
by Banking Law Publishing Company. Second Class postage 
paid at Boston, Mass. 


‘Hee 


3 


BANKING LAW PUBLISHING COMPANY, Publishers 
89 Beach Street, Boston 11, Mass. 


M. W. Cross, Editor and Publisher; Alexander Puglisi, Business Manager 
Thor W. Kolle, Jr., Legal Editor; Oscar Lasdon, Associate Editor 


Allan J. Parker, Tax Editor 
Sam B. Vitt, Advertising Director 








An 


Estate Planner’s 


The first edition of this book has 

been the standard guide for estate 
planners. Now, all sections of the 
work have been re-examined and 
revised to give you the most up-to- 
date, authoritative, step-by-step cov- 
erage of all aspects of estate plan- 
ning. 
The broad scope of the Handbook 
is sufficient assurance of its practical 
value. The following special features 
increase its usefulness: 

A newly added collection of an- 
notated forms (204 pages), includ- 
ing, among others, a simple will and 


codicil, wills with a variety of family 
trust provisions, a will and revocable 
trust employing the pour-over tech- 
nique, and two stock purchase agree- 
ments and trusts. 





Handbook 


by Mayo A. Shattuck and James F. Farr 


including for the first time a collection 


of annotated forms of wills and trusts 


Practical answers to questions relating to — use of life insurance © insurance 


Completely rewritten chapters on 
taxation, bringing you up to date on 
this vital aspect of estate planning, 
with special emphasis on the marital 
deduction. 


Expanded treatment of life insur- 
ance and particularly business insur- 
ance trusts. 


This valuable work is the result of 
a vast amount of practical, firsthand 
experience in all aspects of estate 
planning. The authors worked to- 
gether for fifteen years and devoted 
most of their time in practice to 
problems in the field. Mr. Farr, 
who collaborated with Mr. Shattuck 
in the preparation of this Second 
Edition, also worked with him in the 
preparation of the First Edition. 


options @ business insurance trusts @ key man insurance @ use of wills in family 
and business plans @ will provisions @ revocable trusts @ selection of trustees ® 
trustee's management powers © prudent man investment rule © accountings ® 
taxation of revocable and irrevocable trusts, of life insurance, and of powers of 
appointment @ the marital deduction @ drafting @ what state laws apply to 


trusts @ death of major stockholder @ and many other topics. 
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Management Powers and Obligations of 
Officers, Directors and Trustees of 
Banking Corporations 


Marshall Snyder, Counsel, 
and Daniel J. Zully, Attorney, 
The Greater New York Savings Bank, 
Brooklyn, N.Y. 


A director or trustee or manager of a banking corporation 
—if he embarks on a quest for knowledge of his legal powers, 
duties and responsibilities in the management and control of 
the affairs of the organization with which he is identified as a 
member of the governing body; if he ascertains the law’s exact- 
ing demands and strict requirements of himself as a trustee or 
fiduciary of other people’s money; and if he contemplates the 
possible consequences of his non-remunerative services—gets 
into a state of perplexity over the seeming paradox that he is 
exposed to civil and criminal liability for any mismanagement 
(see THe Banxinc Law Journat; “The Legal Responsibilities 
of Bank Directors” (August 1958); “Directors Duties and Re- 
sponsibilities’ (August 1959) ), notwithstanding that he only 
attends monthly meetings of the board, serves on committees, 
gets reports, votes on proposals and examines the affairs of the 
bank; while actual daily executive and administrative manage- 
ment are in the hands of the President and other principal 
officers, acting under duties and powers defined and delegated 
by the board, through by-laws and resolutions, in accordance 
with traditional usage and custom in corporate management. 
Thereupon he ponders over the question if the honor of public 
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trust which he assumed is worth the potential risks and hazards 
of the post. 

This paper is intended to explain the line of demarcation 
between supervisory and directorial control by the board and 
exercise of executive and administrative functions by the presi- 
dent, in the management of the affairs of a banking corporation; 
that such separation of the powers of management is customary; 
that it is practical and convenient for the conduct of business; 
that it is sanctioned by common law and by statutory law; 
that if each branch of management authority adheres to the 
requirements of law and if both branches of management co- 
ordinate in pursuing sound policies of management, there will 
be ample safety and adequate protection for directors against 
personal risk of civil or criminal liability. 

Although this paper is concerned specifically with the New 
York Banking Law, it is believed the material herein is of general 
interest because the basic rules and principles of the New York 
Banking Law are similar to and underlie the banking laws of 
other states. Moreover, the plan of corporate management 
here considered is in common use and the rules and principles 
of the common law and the authorities here cited are of general 
application. 

In conformity with long established usage and custom in 
corporate management and in pursuance of statutory authority, 
a board of directors or trustees or managers of a banking 
organization makes by-laws, rules and regulations, providing, 
among other things, for the election of a president and other 
officers and for their powers and duties. Invariably, such by- 
laws, rules and regulations are supplemented by resolutions 
granting to the president additional powers of a general or 
specific nature. 

The affairs of a banking organization are controlled, super- 
vised and regulated by the board, the members whereof meet 
not less than once monthly, receive reports of operations and 
transactions, vote on proposals as may be required, and they 
examine the records and affairs of the bank annually or at other 
intervals. In practice, the board acts as a body of visitation 
and of overseers. 
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The actual and functional powers and duties of manage- 
ment of the affairs of the bank are exercised and performed by 
the president as the head and chief executive officer of the 
corporation, who acts under authority granted to him by the 
board and who is subject to its direction and control. 

Throughout the history of banking business, there have 
been failures, losses, defalcations and disasters, with resulting 
law suits in the civil courts and indictments and prosecutions in 
the criminal courts against directors or trustees or managers, 
charging them with acts of misfeasance or malfeasance. The 
law reports contain the records of numerous such cases, wherein 
the courts have enunciated the rules and principles governing 
the duties and responsibilities of these fiduciaries and their 
authority to delegate certain and most of their powers and duties 
to officers and agents of the corporation. If directors or trustees 
or managers of banking corporations act with ordinary prudence 
and exercise reasonable diligence and if they comply with the 
requirements of law, they are afforded adequate protection 
against personal civil and criminal liability. 

That the subject of duties and responsibilities of directors 
or trustees or managers of banks is of major concern is indicated 
by the alert and aggressive programs of instruction and in- 
formation for bank directors, emanating from state and national 
supervisors of banking organizations and stressing exercise of 
prudence and diligence by directors; also by the frequent public 
addresses and published articles which bear warnings of dire 
consequences unless a bank director or trustee or manager 
sees all, hears all and knows all about the affairs of his bank. 


The discussion here relates in part to Article VI of the New 
York Banking Law, which regulates the organization and con- 
duct of savings banks. It will be found that such discussion is 
helpful for understanding the banking laws of New York, as 
well as such laws of other states, governing such institutions. 
Likewise, the general rules and principles, here cited and 
considered, contro] management of all banking organizations. 

The bank director, trustee or manager of any type of bank 
in any jurisdiction will get from this discussion a fair under- 
standing of the division of powers, duties and responsibilities 
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between the governing board as a supervisory and directorial 
body and the president and other principal officers as the execu- 
tive managers and administrators of the affairs of a bank. 
With such understanding of the management modus 
operandi of a banking organization, a bank director is equipped 
to protect himself against personal civil and criminal liability. 


I. THE NEW YORK BANKING LAW 
SPECIFIES A DIRECTORIAL, REGULATIVE AND 
SUPERVISORY PLAN FOR MANAGEMENT AND 

CONTROL OF THE AFFAIRS OF THE SAVINGS BANK 


By the Board of Trustees; 
With Executive Management and Control of Such Affairs, 
By the President as the Head of the Corporation 


The mutual savings banks of the State of New York are 
corporations, organized and existing under the state Banking 
Law; (Art. VI) and unlike other corporations, savings banks 
are under special restrictive provisions of the state constitution. 
( post ) 

The business of these institutions, and of all banks, trust 
companies, private bankers, industrial banks, safe deposit com- 
panies, licensed lenders, savings and loan associations, credit 
unions, investment companies and mutual trust investment 
companies are supervised and regulated through the banking 
department, of which the superintendent of banks is the head, 
and which includes a banking board consisting of ten members, 
all of whom are appointed by the governor by and with the 
advice and consent of the senate; and of which board the 
superintendent is a member, its chairman and executive head. 
(B.L. Sec. 10; 12; 13) 

The banking law includes a declaration of the policy of the 
state of New York, “that the business of all banking organiza- 
tions shall be supervised and regulated through the banking 
department in such manner as to insure the safe and sound 
conduct of such business, to conserve their assets, to prevent 
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hoarding of money, to eliminate unsound and destructive com- 
petition among such banking organizations and thus to maintain 
public confidence in such business and protect the public in- 
terest and the interests of depositors, creditors, shareholders 
and stockholders.” (B.L. Sec. 10) 

A savings bank “has neither capital nor shareholders, and its 
only resources are the money of depositors and the income which 
may be received from investments. The bank, necessarily from 
the statutory provisions, must be deemed to hold what property 
it has for the benefit of depositors only. It manages the same 
through its trustees and officers, and under no circumstances, 
and in no event, does it, or do its trustees, acquire any interest 
therein.” (People v. Peck, 157 N.Y. 51) (emphasis supplied ) 

The affairs of a savings bank are managed and controlled 
entirely by a board of trustees, who do not directly or indirectly 
receive any pay or emolument for any services rendered to the 
savings bank, except reasonable compensation for attendance 
at meetings of the board of trustees; for service as an active 
officer of the savings bank; for service in appraising real property 
for the savings bank; and service as a member of a committee 
of the board of trustees. (B.L. Sec. 246; 249) 

The state constitution provides, “. . . And no such corpora- 
tion (savings banks) shall have any capital stock, nor shall the 
trustees thereof, or any of them, have any interest whatever, 
direct or indirect, in the profits of such corporation; and no 
director or trustee of any such bank or institution shall be 
interested in any loan or use of any money or property of such 
bank or institution for savings.” (Art. X Sec. 3) 

The Attorney General of the state held, “. . . a savings bank 
may not properly engage in any of such transactions (selling or 
renting real or personal property) with one of its trustees, or 
with a partnership of which the trustee is a member or with a 
corporation in which the trustee is a principal officer or general 
manager or has substantial stock holdings.” (Atty. Genl. Opin., 
Jan. 6, 1949) 

The banking law permits, and necessarily makes it requisite 
for, trustees (because they serve without adequate compensa- 
tion and they are occupied with their own affairs) to manage 
and control the affairs of the savings bank through officers— 
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elected from their number and officers elected or appointed who 
need not be trustees—whose duties require and receive their 
regular and faithful attendance at the savings bank and who 
receive reasonable compensation for their service as officers of 
the savings bank. (B.L. Sec. 246; 249; 251) 

The trustees exercise their directorial and supervisory func- 
tion of management and control of the affairs of the savings 
bank—by attendance at regular meetings of the board, which 
meetings are held at least once a month; by service as members 
of committees of the board; by service in appraising real prop- 
erty for the savings bank; (B.L. Sec. 251; 249.2) by receiving 
monthly reports of the business transactions of the savings bank; 
and by making annual examinations of the records and affairs of 


the savings bank. (B.L. Sec. 252; 254) 


In the exercise of such function of management and control 
of the affairs of the savings bank, the board is authorized by 
law to “make by-laws, rules and regulations, not inconsistent 
with law, for the election and appointment of officers and com- 
mittees, and for their respective powers and duties; for the in- 
crease and reduction of the number of trustees; for the repay- 
ment of deposits, and generally for the transaction and manage- 
ment of the affairs of the savings bank’; (B.L. Sec. 251.3) 
(emphasis supplied); copies of which by-laws, amendments 
thereto or changes therein must be transmitted to the super- 
intendent. (B.L. Sec. 251.4) 


Likewise in the exercise of such function of management 
and control of the affairs of the savings bank, and in pursuance 
of law, the board of trustees is required to receive “at least once 
in each month” at a regular meeting of the board “a current 
written report of all purchases and sales of securities, made by 
such savings bank since the date of the last preceding report,” 
which “current report shall also contain a statement showing 
every loan, made or invested in by such savings bank, which is 
outstanding, at the time of such report, in an amount equal to 
or greater than a reportable amount, as hereinafter in this 
section defined, describing the collateral to such indebtedness 
as of the date of the report.” Such report must be prepared 
and submitted by an officer or officers who shall be designated 
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by resolution recorded in the minutes. “A copy of such current 
report, verified by the affidavit of the officer or officers charged 
with the duty of preparing and submitting such report, together 
with a list of the trustees present at such meeting, shall be filed 
with the records of the savings bank within one day after such 
meeting, and shall be presumptive evidence of the matters 
therein stated.” (B.L. Sec. 252) 

Again in the exercise of such function of management and 
control of the affairs of the savings bank, and in further pursu- 
ance of law, the trustees, by a committee of not less than three 
of their number, none of whom shall be an officer or salaried 
employee of the savings bank, “shall fully examine the records 
and affairs of such savings bank, for the purpose of determining 
its true financial condition,” once in each calendar year. “In 
the conduct of such examination inquiry shall be made into the 
policies of management for the purpose of determining whether 
such policies are sound and consistent with the requirements 
of law, and into such other matters as shall be necessary to enable 
the trustees to determine whether adequate protection is 
afforded to depositors.” A sworn report of such examination is 
presented to the board of trustees and a duplicate thereof is 
filed in the office of the superintendent. (B.L. Sec. 254) 


Sections 246, 249, 251, 252 and 254 of the Banking Law, 
when read together, are significant of the intent of the law 
that management and control of the affairs of a savings bank 
by its board of trustees are exercised by the board and its com- 
mittees as a noncompensatory (except for nominal attendance 
fees) body of visitation for official and authoritative direction, 
regulation and supervision of such affairs; and that functional 
management, engagement in and execution of transactions and 
daily banking operations are carried out by elected and ap- 
pointed officers whose duties require and receive their regular 
and faithful attendance at the savings bank and who receive 
reasonable compensation for their services. 

Section 246 provides that, “The board of trustees shall have 
the entire management and control of the affairs of the savings 
bank.” The instrumentality for such management and control 
is provided by the board’s power of election and appointment 
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of the officers of the savings bank and of making rules for their 
respective powers and duties; by the board’s power to rule and 
regulate the transaction and management of the affairs of the 
savings bank; through the board’s duty to receive monthly 
reports of purchases and sales of securities and of loans made; 
and through the board’s duty to make annual examinations of 
the records and affairs of the Savings Bank. 

Section 249 prohibits pay or emolument for services rendered 
by trustees, but authorizes compensation for officers. This is 
indicative of the division of management functions between 
trustees and officers. The prohibition of any pay or emolument 
for any services rendered by a trustee, except attendance and 
appraisal fees, marks the state’s call on trustees of savings banks 
to act as a board of overseers and to render their services as a 
public duty. Such service is related to general direction, regula- 
tion and supervision of management by officers. The law in- 
tends that such service be rendered in the public interest and 
for protection of depositors. The authorization for payment 
of reasonable compensation applies to officers whose duties 
require and receive their regular and faithful attendance at the 
Savings Bank. 

Section 251 provides for meetings of the board of trustees, 
for making by-laws and for election of officers. This constitutes 
the plan of supervisory management by trustees, namely, that 
their regular and faithful attendance at the Savings Bank is 
not required and that their attendance at board meetings is re- 
quired for not more than once a month. This section includes 
provision for the additional means of supervisory management 
function—the authority to make by-laws, rules and regulations, 
not inconsistent with law, for the election and appointment of 
officers and committees, and for their respective powers and 
duties; for increase or reduction of the number of trustees; for 
the repayment of deposits, and generally for the transaction and 
management of the affairs of the savings bank; also the author- 
ity to elect or appoint such officers (who need not be trustees) 
as they may deem proper. (emphasis supplied ) 

Section 252 is a mandate to the board of trustees to receive 
monthly reports of all the purchases and sales of securities made 
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by the savings bank and of every loan made by the savings 
bank, which is outstanding, at the time of such report, in amount 
equal to or greater than a reportable amount ($20,000. or one 
tenth of one per centum of the then combined surplus fund and 
undivided profits of the savings bank, whichever is less). This 
provision of law clearly gives point to the statutory contempla- 
tion that functional management will be exercised by the elected 
and appointed officers whose duties require regular and faithful 
attendance at the Savings Bank; that such management will be 
exercised during non-attendance of the trustees at the Savings 
Bank; that such management will include purchase and sale of 
securities and making of loans, without any advance specific 
authorization by the board, but of course within the restrictions 
and limitations imposed by the banking law, by the regulations 
of the Banking Board and the Superintendent, by the by-laws 
and by the resolutions of the board. In fact, certain loans made 
by officers need not even be reported to the board—loans which 
are repaid within the period of the report and loans of less than 
the reportable amount. 


Section 254 is a complementary mandate to the trustees, 
whereby, together with the monthly reports, they are enabled 
to maintain complete supervision of the affairs of the Savings 
Bank, as administered by the officers. Under this provision of 
law, the trustees (other than officers or salaried employees) are 
required to make an annual examination of the records and 
affairs of the savings bank. This examination enables the trus- 
tees to determine the Savings Bank’s true financial condition, 
if the engagements and transactions of the officers in the period 
of examination were done under policies which are sound and 
consistent with the requirements of law, and whether adequate 
protection is afforded to depositors. This mandate is imple- 
mented with an effective instrumentality, namely, statutory 
authorization to employ such assistants as the trustees deem 
necessary in making the examination prescribed by law. 


The provisions of Article VI of the Banking Law contain 
the special plan of corporate management for savings banks, 
namely, supervisory direction and control by the Board of 
Trustees; and functional management and operation by the 
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officers, with the President as executive head. 

The intent of the law for such type of management is in- 
dicated by the enumeration of the specific corporate acts which 
may be done only by affirmative vote of the board of trustees; 
and by the circumstance that there is no restriction or limitation 
on the performance of all other corporate acts by officers, when 
they are so authorized to act under the by-laws and by resolution 
of the board of trustees made and adopted under the board's 
authority to elect officers and provide for their powers and 
duties. 


Section 234 is the dynamo of the management apparatus of 
the savings bank. This section enumerates the seventeen gen- 
eral powers granted to every savings bank. Such powers are 
“subject to the restrictions and limitations contained in this 
chapter” (the banking law). The general powers are granted 
to the savings bank, as a corporate entity—not to the board of 
trustees. “Savings bank,” when used in the banking law, “means 
any corporation organized under or subject to the provisions of 
article six of” the banking law. (B.L. Sec. 2.4.) 

The principal general powers specified in Section 234 are— 
“to receive and repay deposits; invest its funds; declare divid- 
ends; and exercise all such incidental powers as shall be neces- 
sary to conduct the business of a savings bank.” (B.L. Sec. 
234.1.) The other sixteen general powers relate to various 
phases of operation of a savings bank. This section, together 
with various other related provisions of law, conforms to the 
legislative intent to establish a basic plan of corporate manage- 
ment for savings banks, as here described. 

The general powers are exercised by the savings bank as a 
corporation, by and through its duly authorized officers, under 
the authority vested in them by the board of trustees pursuant 
to by-laws, regulations and resolutions; and as any such general 
powers may be subject to “the restrictions and limitations con- 
tained” in the banking law and as they must be exercised within 
such “restrictions and limitations.” 

The exception to this exercise of powers by the President 
and other officers is the statutory requirement for an affirmative 
vote of the board of trustees for certain specified acts. 
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Section 235 (together with the Superintendent's Legal List 
and the Banking Board Regulations) is the investment manual 
for savings banks. This section specifies twenty-eight types or 
kinds of property and securities in which, “and no others,” a 
savings bank may invest. The Superintendent's Legal List 
enumerates the specific properties and securities which qualify 
or which are “legal” for investment by savings banks. The 
Banking Board Regulations provide authorizations to make 
certain investments and specify the securities of corporations 
which are made eligible for investment. 

That the Banking Law contemplates that trustees and 
officers are vested with their respective duties and responsibili- 
ties for management of the Savings Bank and that their acts 
and responsibilities are co-ordinated, is indicated by the grant 
of power to savings banks to become members of a federal re- 
serve bank and of a federal home loan bank, under the proviso 
that, “Such savings bank and its trustees and officers shall con- 
tinue to be subject, however, to all liabilities and duties imposed 
upon them by any law of this state and to all provisions of this 
chapter relating to savings banks.” (Sec. 234. 12; 13) 

The Attorney General ruled that under no circumstances 
are trustees of a savings bank authorized to lend the securities, 
or any of them, in which the funds of the savings bank are 
invested, no matter how good the security may be which is 
offered or given for such loan. The officers of a savings bank 
are individually liable to depositors for loss through loan of 
securities. (1906, Op. Atty. Gen. 516) 

Another indication of the banking law's recognition of the 
officers’ managerial authority is found in Section 240.2, which 
prohibits a “savings bank, or trustee, officer, agent or employee 
thereof” to “transact any part of its usual business of banking 
at any place other than its principal office except” at authorized 
branch offices. 

The Banking Law emphasizes the relative importance of 
trustees and officers in the management of the affairs of a sav- 
ings bank, by Section 247 which is entitled, “Restrictions upon 
trustees and officers.” Under this section, the law prohibits a 
trustee from having any interest in the profits of the savings 
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bank and from membership on boards of other banking organ- 
izations under certain conditions. This section prohibits trus- 
tees and officers from receiving commissions or benefits from 
any loan made by a savings bank; from requiring a borrower 
on a mortgage to negotiate a policy of insurance through a 
particular insurance broker; from becoming an endorser, surety 
or guarantor or obligor for any loan made by the savings bank; 
from borrowing or using any of the funds of the savings bank 
or from becoming the owner of real property on which the 
savings bank holds a mortgage. 


There is recognition of the President's authority to purchase 
and sell securities and to make loans in the regular course of 
business, without special or specific resolution of the board for 
each transaction, and without prior submission to the board, 
(provided, of course, he is so authorized to act under the by- 
laws or under a general resolution )—in the provisions of Section 
252 of the Banking Law, for monthly current written reports, 
by a designated officer, to the board of trustees of all purchases 
and sales of securities, “made by such savings bank,” and of 
every loan of reportable amount “made or invested in by such 
savings bank.” The law provides that a verified copy of such 
report, together with a list of the trustees present at the meeting 
whereat the report was submitted, shall be filed with the records 
of the savings bank within one day after such meeting. There 
is no provision in the law for ratification or approval or other 
action by the board in relation to any of such transactions. 
It follows that the acts and transactions of the President and 
other officers stand as done; that, if any such acts or transactions 
do not meet with the approval of the board, the latter is free 
to alter or modify or revoke the authority, duty and powers 
granted to the President, by amendment of the by-laws and 
general resolution. 


Likewise, there is recognition of the President’s authority 
to manage the affairs of the savings bank and to engage in its 
transactions, without special or specific resolution of the board 
for each matter or transaction and without prior submission to 
the board, (if he is authorized to act under the by-laws or under 
a general resolution )—in the provisions of Section 254 of the 
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Banking Law, which require the trustees by a committee of 
not less than three of their number, none of whom shall be an 
officer or salaried employee of the savings bank, annually to 
fully examine the records and affairs of the savings bank, for 
the purpose of determining its true financial condition and to 
make inquiry into the policies of management to determine 
whether such policies are sound and consistent with the require- 
ments of law and into such other matters as shall be necessary 
to enable the trustees to determine whether adequate protec- 
tion is afforded to depositors. 

The law requires that a sworn report of such examination, 
in form prescribed by the superintendent, shall be presented to 
the board within thirty days after completion of the examina- 
tion, that such report shall be filed with the records of the 
savings bank, and that a duplicate of the report shall be filed 
in the office of the Superintendent within ten days after pre- 
sentation of the report to the board of trustees. 


There is no provision in the law for ratification or approval 


or for other action by the board in relation to any such trans- 
action or to any policy of management. 


It is evident, without equivocation, that the annual exam- 
ination of records and affairs and the inquiry into policies of 
management, by the trustees, relates to affairs conducted by 
the President and other officers and to the policies of manage- 
ment administered by the President and other officers, during 
the preceding year, under the powers and duties granted by 
the board by the by-laws and by the general resolutions. Such 
intent of the law is recognized by the Banking Department, 
as indicated in its 1959 letter to the Trustees Examining Com- 
mittee, wherein the Deputy Superintendent in charge of sav- 
ings banks, stated: “You have been chosen by your fellow 
trustees to carry out the intent of Section 254 of the Banking 
Law of this State which is to afford the trustees an opportunity 
to take an inventory of their bank and to make a thorough in- 
vestigation of the stewardship of the officers to whom the Board 
of Trustees has delegated duties to be performed in the daily 
operations of the Bank.” 


If the trustees find that the savings bank is in sound finan- 
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cial condition and that policies of management are sound and 
consistent with the requirements of law and that adequate 
protection is afforded to depositors—no change is required. 
On the other hand, if the trustees find a questionable or un- 
sound financial condition or unsound or inconsistent policies 
of management or inadequate protection for depositors—it will 
behoove the trustees to make changes in executive and adminis- 
trative management. 


Further evidence of the law’s regard of the President as the 
chief managing executive of the affairs of the Savings Bank, is 
found in Section 255 of the Banking Law, which requires that 
annual written reports be made to Superintendent, which re- 
ports shall contain a statement of condition of the Savings 
Bank as of the morning of the first day of January of the year of 
filing the report, and such information shall be in such form as 
the Superintendent may prescribe and which shall be verified 
by the president or a vice president and another principal 
officer. This section calls for “such other special reports to 
the Superintendent as he may from time to time require.” The 
reports made under this provision of law are of paramount im- 
portance, in that such reports enable the Superintendent to 
maintain vigilant superivision of banks. It is significant that 
the statutory duty to make such reports is imposed on the 
President and other principal officers and not on the board of 
trustees. 

Article VI-A of the Banking Law, for establishment of life 
insurance departments, contains a similar provision for an annual 
statement showing the financial condition of the life insurance 
department to be filed with the Superintendent, to be made 
under oath by the President or a Vice President and another 
principal officer of the savings and insurance bank. (Sec. 278) 


An interesting and significant indication of the law's recog- 
nition that principal officers of a savings bank are charged with 
a high degree of responsibility for management of the affairs 
of a savings bank is found in the 1957 amendment of Section 
241 of the Banking Law, governing applications to the Super- 
intendent for leave to change the Savings Bank's place or one 
of its places of business. The section originally required that 
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the application be signed and acknowledged by a majority of 
all the trustees. As amended, the section now requires the 
application be made by the savings bank and that the applica- 
tion be accompanied by a copy of a resolution authorizing the 
making of the application, certified by two of the principal 
officers of the savings bank. 

Other recent changes in the Banking Law, indicating legisla- 
tive recognition of the high responsibility of officers in manage- 
ment of affairs of the Savings Bank, were made in 1948 and 
1959 when Section 235, subdivision 6.(e) and 6.(b-1) were 
amended by provisions that investments in bonds and mort- 
gages shall be made by savings banks only upon the written 
and signed certificate of two or more persons appointed by the 
board of trustees stating that they have examined the real estate 
described in such mortgage and that in their judgment it affords 
adequate security for such investment (and other matters); 
which certificate must show separately the value of the land 
and the value of the building erected thereon and which certifi- 
cate must be filed and preserved among the records of the sav- 
ings bank. Prior to the amendment, the valuation of underlying 
real property for mortgage loans was required to be made by 
two trustees. Of course, the amendment does not preclude 
trustees from making the valuation, as is being done here for 
conventional loans. The appointment of persons to make the 
valuations places the responsibility, for the making of proper 
valuations, upon the President by his supervision and direction 


of the staff of the Savings Bank. 


Il. THE BANKING DEPARTMENT 
IN CONFORMITY WITH THE PROVISIONS OF THE 
BANKING LAW, RECOGNIZES BANKING 
ORGANIZATIONS—AS CORPORATIONS 


The Department Deals with Such Corporations 
Through the President, as the Principal Officer 


In the practical application of the policy of the state “that 
the business of all banking organizations shall be supervised 
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and regulated through the banking department” (Sec. 10) and 
in conformity with various provisions of the banking law—the 
Banking Department deals with the President of each banking 
organization, as the head and principal executive officer thereof. 


The statutory mandate to the Banking Department is that 
it “shall be charged with the execution of the laws relating 
to . . . corporations to which this chapter is applicable.” (Sec. 
11.1) 


Communications from the Banking Department to banking 
organizations are ordinary or official. The great number of 
communications are ordinary communications and are addressed 
to the President or to the institution, without any requirement 
of law that such ordinary communications shall be presented 
to the Board of Trustees. The Banking Department may in- 
clude in any of its communications to any banking organization 
“a direction that such communication shall be presented to the 
members of the . . . board of trustees of such corporation. A 
communication containing such direction shall be for the pur- 
poses of this chapter an official communication. The Super- 
intendent shall notify in writing every . . . trustee of such cor- 
poration of the sending of such communication and the notifica- 
tion shall state the date of such communication.” (Sec. 11.4) 
Very few communications are official communications, such as 
the Superintendent's letter transmitting the report of examina- 
tion of the savings bank, stating his comments and suggestions. 


The significant fact about communications from the Banking 
Department, supporting the thesis of this paper is that all com- 
munications are sent to the President or to the institution (per- 
sonalized by the President); and that the Banking Department 
is charged with the duty of notifying in writing every trustee 
of the sending of an official communication, presumably to 
make certain that such communication will not be withheld 
from the trustees by a recalcitrant President. 


In the enumeration of powers of the banking board, which 
includes authorizations to savings banks in relation to invest- 
ments, opening branch offices and interest rates on deposits, 
there is no reference to the board of trustees—all authorizations 
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being issued to “savings banks” or “banking organizations.” 
(Sec. 14) 

The statutory grant of power to the Superintendent to 
examine every banking organization makes no reference to the 
board of trustees of savings banks. The power of examination 
of banking organizations by the Superintendent includes in- 
quiry into (a) financial condition, (b) security afforded to those 
by whom its engagements are held, (c) policies of management, 
(d) whether requirements of law have been complied with in 
the administration of its affairs, and (e) such other matters as 
the Superintendent may prescribe. (Sec. 36) 


In actual practice, the Superintendent's examination of a 
savings bank is made in the presence of and by cooperation of 
the President and other officers. The administration of the 
affairs of the Savings Bank and its transactions, as done by the 
President and other officers, and the policies of management, 
as applied by the President, are the matters reviewed and exam- 
ined by the Superintendent. During the examination, the 
Superintendent's examiners consult and confer with the Presi- 
dent or other officers, as may be required to facilitate the 
examination or receive information or explanations. At no 
time during the examination is there any contact or communica- 
tion between the examiners and the trustees. In fact, the only 
notice or knowledge of the examination (when commenced and 
while in progress) received by the trustees is the President's 
advice to the Board at a regular meeting thereof that the 
examination was commenced and is in progress or was made. 
The examiners do read the minutes of the Board of Trustees 
and of the Committees thereof, the By-Laws and Rules and 
Regulations and the reports of Trustees’ Examination Com- 
mittees, to verify that the President has been duly authorized 
to act, that reports have been made to the trustees, that the 
affirmative vote of the trustees has been entered in the minutes, 
when required, and that there has been compliance with law. 


The Superintendent is granted by law the power to subpoena 
witnesses, compel their attendance, administer oaths, examine 
persons under oath, and require production of books or papers. 
This grant of power makes no reference to trustees. The power 
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to subpoena witnesses relates to inquiries and investigations by 
the Superintendent “on any subject relating to the duties im- 
posed upon, or the powers vested in the Superintendent under 
the provisions of this chapter.” (Sec. 38) 


The Superintendent is authorized to issue orders—1. To 
appear and explain an apparent violation; 2. To discontinue 
unauthorized or unsafe practices; 3. To make good impairment 
of capital; 4. To make good encroachments on reserves; 5. To 
keep books and accounts as prescribed. There is no reference 
to the board of trustees in this statutory grant of power to the 
Superintendent. All references are to “banking organization.” 
For order number 5, the statute authorizes issuance of an order 
to “such banking organization, or the officers thereof or any 
of them.” (Sec. 39) 


The Superintendent's authority over banking organizations, 
in only a single instance, refers to trustees. The banking board 
is empowered to remove from office any director, trustee or 
officer of any corporate banking organization, for violation of any 
law or duly enacted regulation of the banking board relating 
to such corporation or for unauthorized or unsafe practices in 
conducting the business of such corporation, on certification of 
the facts by the superintendent to the board and on a finding 
by the board that there was a violation of law or regulation or 
an unauthorized or unsafe practice, after notice to the accused 
director, trustee or officer. (Sec. 41) It is significant of the 
law’s recognition of the officers’ authority, that this provision 
of law applies to trustees and officers. Moreover, there is added 
significance to this provision of law, that the Superintendent 
and Banking Board, are empowered to act for the removal of 
an officer, notwithstanding that the board of trustees is em- 
powered to remove an officer for derelicition of duty. 


The annual report of the Superintendent, required to be 
made to the legislature, contains detailed statements of the 
condition of the savings banks. Such statements include the 
names of the trustees of each savings bank and the names of the 
President and of another principal officer. (Sec. 43) 
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Ill. THE STATE RECOGNIZES 
THE MANAGERIAL RESPONSIBILITY OF BANK 
OFFICERS 
By The Restrictive, Prohibitive and Punitive Provisions 
of the Banking Law 

and of the Penal Law Relating to Banking; 
Enacted to Implement the Policy of the State 

To Insure The Safe and Sound Conduct of Banking Business 


The Banking Law places restrictions on officers of savings 
banks, as follows: 


Shall not transact any part of the usual business of banking 
at any place other than its principal office, except at authorized 
branch offices. (Sec. 240) 

Shall not receive directly or indirectly and retain for his 
own use any commission on or benefit from any loan made by 
the savings bank, or any pay or emolument for services rendered 
to any borrower from the savings bank in connection with such 
loan, except attorney's fees. (Sec. 247.2(a) ) 

Shall not direct or require a borrower on a mortgage to 
negotiate any policy of insurance on the mortgaged property 
through any particular insurance broker. (Sec. 247.2(b) ) 

Shall not become an endorser, surety or guarantor, or in any 
manner an obligor, for any loan made by the savings bank. 
(Sec. 247.2(c)) 

Shall not for himself or as agent or partner of another, 
directly or indirectly borrow or use any of the funds of the 
savings bank or become the owner of real property on which 
the savings bank holds a mortgage. (Sec. 247.2(d) ) 


The Penal Law defines as crimes, certain acts of officers of 
banks, as follows: 


An officer of any corporation to which the banking law is 
applicable who 


makes or maintains, or attempts to make or maintain, 
a deposit of such corporation’s funds with any other 
corporation on condition, or with the understanding, 
express or implied, that the corporation receiving such 
deposit make a loan or advance, directly or indirectly, 
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to any officer so making or maintaining or attempting 
to make or maintain such deposit; 

intentionally conceals from the trustees of such corpora- 
tion any discounts or loans made by it between the 
regular meetings of its board of trustees, or the purchase 
of any securities or the sale of any of its securities during 
the same period, or knowingly fails to report to its board 
of trustees when required to do so by law, all discounts 
or loans made by it and all securities purchased or sold 
by it between the regular meetings of its board of trus- 
tees; 

is guilty of a misdemeanor. (Sec. 290) 


An officer of any banking corporation who makes or delivers 
any guaranty or endorsement on behalf of such corporation, 
whereby such corporation may become liable on any of its dis- 
counted notes, bills or obligations, in a sum beyond the amount 
of loans and discounts which such corporation may legally make, 


is guilty of a misdemeanor. (Sec. 293) 


An officer of a savings bank who 

knowingly overdraws his account with such savings 
bank and thereby obtains the money, notes or funds of 
any such savings banks; 

asks or receives, or consents or agrees to receive, any 
commission, emolument, gratuity or reward, or any 
promise of any commission, emolument, gratuity or 
reward, or any money, property or thing of value or of 
personal advantage, for procuring or endeavoring to 
procure for any person, firm or corporation, any loan 
from such savings bank, or for permitting any person, 
firm or corporation to overdraw any account with such 
savings bank; 


is guilty of a misdemeanor. (Sec. 294) 


An officer of a savings bank who receives any deposit, know- 
ing that such bank is insolvent, 
is guilty of a misdemeanor, if the deposit is less than 
twenty-five dollars; 
or if the amount is twenty-five dollars or over, he is 
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guilty of a felony, punishable by imprisonment for not 
less than five years, or by a fine of not less than five 
hundred nor more than three thousand dollars, or both. 
(Sec. 295) 

Any officer of a savings bank authorizing or making any 
investment of the funds of the bank in securities, not authorized 
by law, 

is guilty of a misdemeanor. (Sec. 296) 


Any officer of any corporation to which the banking law is 
applicable who makes a false entry in any book, report or state- 
ment of such corporation with intent to deceive any officer, 
director or trustee thereof, or any examiner lawfully appointed 
to examine into its condition or into any of its affairs, or who, 
with like intent, wilfully omits to make a true entry of any 
material particular pertaining to the business of such corpora- 
tion in any book, report or statement of such corporation, made, 
written or kept by him or under his direction, 

is guilty of a felony. (Sec. 304.1) 


Any officer of any corporation to which the banking law is 
applicable, who abstracts or wilfully misapplies any of the 
money, funds or property of such corporation, or wilfully mis- 
applies its credit, 

is guilty of a felony. (Sec. 305) 


The provisions defining the offenses described in Sections 
290, 294, 296, 304 and 305 are applicable equally to trustees. 

It will be seen that the gravity of the offenses and the severe 
punishments imposed by law are indicative of the important 
place held by officers in bank management, particularly in that 
officers are placed in the same category with trustees, against 
whom the restrictions of the Penal Law apply. 

An interesting aspect of the provisions of the Penal Law 
relating to Banking, supporting the general contention here 
made, is the law’s recognition that officers are empowered to 
act in management affairs between meetings of the board. 
Section 290, relating to failure to report loans or purchase or 
sale of securities, refers to such transactions when made between 
regular meetings of the board. 
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IV. A PLAN OF MANAGEMENT AND CONTROL 
OF THE AFFAIRS OF A BANK 
BY THE PRESIDENT UNDER EXECUTIVE POWER, 


If Adopted by a Board of Directors, Trustees or Managers 


IS IN HARMONY WITH THE RULES AND 
PRINCIPLES OF CORPORATE MANAGEMENT 


Formulated and Enunciated 
By Courts of Competent Jurisdiction 
and Stated in Authoritative Text Books 


A corporation is defined as, “A body, consisting of one or 
more natural persons, established by law, usually for some 
specific purpose, and continued by a succession of members.” 
(Bouvier’s definition) Chief Justice Marshall in his famous 
definition of a corporation said, “A corporation is an artificial 
being, invisible, intangible, and existing only in contemplation 
of law. Being the mere creature of law, it possesses only those 
properties which the charter of its creation confers upon it, 
either expressly or as incidental to its very existence. These 
are such as are supposed best calculated to effect the object 
for which it was created.” (Dartmouth College v. Woodward, 
4 Wheat. (U.S. 518) 


The general rule governing delegation of authority by 
directors or trustees is stated: “According to the weight of 
authority, the directors or the trustees of a private corporation 
may delegate to subordinate officers and agents the authority to 
act for and represent the corporation, even in matters involving 
the exercise of judgment and discretion.” (2 Fletcher Cyclo- 
pedia of Corporations, Sec. 495, p. 525) 


In discussing the general rule, this well known text-writer 
said, “And even in the absence of express authority, an authority 
to delegate powers to a large extent must be implied from 
necessity and usage, for the directors or trustees cannot attend 
to all the details and current business of the corporation, and it is 
not customary for them to do so. Where the charter, general 
law or a by-law vests the general superintendence and control 
and active management of all the concerns of a corporation in 
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a board of directors or trustees, as is generally the case in busi- 
ness corporations, the board constitutes, to all purposes of deal- 
ing with others, the corporation, . . .; therefore, it has authority, 
acting as and for the corporation, to delegate to subordinate 
officers or agents or to a committee of its own number, the power 
to perform any act, in the course of the business of the corpora- 
tion, which can itself legally perform, although the performance 
of the act may involve the exercise of the highest judgment and 
discretion.” (Vol. 2; pp. 527-9) 


Fletcher cites supporting authorities in several states, in- 
cluding New York, and in the federal courts. The New York 
authority is Burden v. Burden, 159 N.Y. 287, where the court 
was asked, at the suit of a minority stockholder and trustee, to 
annul and set aside a by-law adopted by the board of trustees 
of a corporation, on the ground that the by-law was unreason- 
able, in excess of corporate power as exercised by the trustees 
and void. The by-law provided, “The general manager shall 
have the management of the works and of the business of the 
company in all its branches and departments, manufacturing, 
commercial and financial.” The by-law enumerated the various 
powers in detail conferred upon the general manager, covering 
the ordinary and usual business of the company. The closing 
sentence of the by-law was, “And in addition to the foregoing 
the general manager shall have the general and exclusive charge 
and management of the business of the company in all its 
details not herein specified, and he shall be the executive officer 
of the board of trustees, but being at all times subject to the 
control of the board of trustees of the Company.” Bartlett, J., 
writing the opinion for the Court of Appeals, in which all con- 
curred, said, “It will thus be seen that while this by-law may 
confer some unusual powers upon the general manager, such 
as having sole charge of the affairs of the company in case of 
strikes, the payment of money for the temporary relief of 
employees in event of accidents, and the fixing of terms and 
prices on the sale of the products of the business, nevertheless, 
he is at all times subject to the control of the board of trustees.” 
The court held, “This by-law, in any event, is not void as a 
whole, dealing as it does, to a very great extent, with the ordinary 
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business of the company, and so long as the trustees act within 
their charter powers, the minority stockholder and trustee is 
bound by the by-laws enacted.” (pp. 302, 303) 

Fletcher quotes (Vol. 2; p. 530) with approval the rule as 
laid down by California courts: “The modern methods of trans- 
acting corporate business requires that agents frequently, in 
cases where action by the board of directors should be im- 
practicable or unfeasible, represent the corporation in dealings 
requiring the exercise of a great degree of discretion.” (Dyer 
Bros. v. Central, 182 Cal. 588, 189 Pac. 445) 


In further support of his statement of the general rule 
governing delegation of authority by directors or trustees, 
Fletcher cites (Vol. 2; p. 530) the New York Court of Appeals 
declaration of the rule: “The directors convened as a board are 
the primary possessors of all the powers which the charter con- 
fers, and like private principals they may delegate to agents of 
their own appointment the performance of any acts which they 
themselves can perform. The recognition of this principle is 
absolutely necessary in the affairs of every corporation whose 
powers are vested in a board of directors.” (Manson v. Curtis, 
223 N.Y. 313) 

Fletcher expounds the general rule: “The board of direc- 
tors can exercise its plenary power by delegating its authority 
as to certain transactions or classes of transactions to its president 
or other executive officers, as well as by direct authorization of a 
particular transaction by express resolution to that effect.” (Vol. 
2; p.531) “Thus, a resolution by corporate directors authoriz- 
ing the president of the corporation to exercise general super- 
vision and control over the various departments of the company’s 
business, was proper and gave the president general charge of 
the business as a whole, subject to the power of the directors 
to give specific directions from time to time or to modify or 
recall the grant.” (Vol. 2; p. 531; 298 Mass. 53) “So authority 
may in effect be delegated by a consent implied by law from a 
course of conduct permitted and recognized by its governing 
body.” (Vol. 2; p. 531; 112 Fed. 239) “The directors may 
appoint officers or agents as general managers of the business, 
or of particular parts of its, or authorize agents to sell and convey 
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or mortgage property, or buy property, or make contracts, etc.” 
(Vol. 2; p. 532; citing numerous authorities ) 


It is interesting to note that Fletcher qualifies the general 
rule with a reference to the statutory limitations on directors or 
trustees (discussed in Point I of this opinion): “The board of 
directors cannot delegate to subordinate officers or agents the 
exercise of discretionary powers which by the charter, general 
laws, by-laws, vote of the stockholders or usage is vested exclu- 
sively in the board.” (Vol. 2; p.535) “Nor can the directors or 
trustees delegate the power to declare dividends.” (Vol. 2; p. 
537) 

Fletcher states, “These general rules apply equally to bank- 
ing corporations .... In regard to banks, a leading textbook 
writer has said that ‘organic banking laws and charters custom- 
arily confer upon the board in broad phraseology the general 
power to conduct and manage the corporate business. But 
this language is practically only a recognition of the functions 
which the board would be entitled and called upon to exercise 
by the rules of common law, and does not operate to enlarge 
those functions, or to designate them with any greater particu- 
larity.” (Morse, Banks and Banking, 6th Ed.; Sec. 116) (Vol. 
2; p. 555) 

In stating the rules of law relating to powers of presidents 
of corporations, Fletcher observes: “The powers of a president 
include (1) those inherent in the office; (2) those conferred on 
him by the charter, by-laws or resolution of the board of direc- 
tors; (3) those implied from the express powers conferred on 
him; and (4) the apparent powers which the corporation per- 
mits him to exercise without objection .... Of course he may 
have more extensive powers, and in fact he generally has, than 
arise merely by virtue of his office. Thus, he may have greater 
powers conferred on him by express authority given by the 
charter or by-laws or a resolution of the board of directors .. . . 
Furthermore, it is not uncommon for the by-laws to expressly 
provide that he shall be the general manager of the company. 
... The president of a corporation may be given the power to 
make particular contracts, or to execute conveyances, borrow 
money, execute mortgages and do other acts, by the charter of 
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the corporation, or, subject to charter or statutory restrictions, by 
the board of directors or the stockholders .... The board of 
directors may vest in the president a wide discretion and author- 
ity with respect to the ordinary business of the corporation, 
and the president is sometimes given broad powers by the 
by-laws.” (Vol. 2; pp. 615-619) 

In relation to the president's powers and authority as gen- 
eral manager, Fletcher said, “The management of the entire 
business of a corporation may be intrusted to its president 
either by express resolution of the directors or by their ac- 
quiescence in a course of dealing. In fact, it is a very common 
custom for the president of a business corporation to be its 
active manager, and the president is often expressly appointed 
‘general manager’ of the company by a resolution of the board 
of directors. The president may be given general authority 
to supervise and manage the business of the corporation or a 
particular part of it.” (Vol. 2; p. 669) 


It was held that where a statute provides that the general 
business of corporations shall be under the control and manage- 
ment of a board of directors, the board may invest its president 
with authority to act for the corporation and this may be done 
by resolution or by acquiescence in course of dealing and man- 
ner of transacting business of the corporation. (Crowe v. Gary 
State Bank, 123 F. (2nd) 513) 


In American Jurisprudence, the power of a bank president 
is defined generally: “The power of the president of a bank 
to act for and bind the bank includes such powers as are ex- 
pressly conferred upon him and may include such powers as, 
by their very nature or under the circumstances of the particular 
case, inhere or appear to be within the scope of the authority 
of the president as such officer. Special powers may, of course, 
be conferred upon the president; and where he acts with the 
knowledge and consent of the bank in a particular matter, his 
authority to do so cannot be denied. It has been stated that 
the president of a bank may be authorized by the directors to 
do anything within the authority of the bank’s charter . . . . 
Then too, it must be considered that the president usually 
presides at the meetings of the board of directors and is usually, 
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in the absence of that body, intrusted with the general super- 
vision of the concerns of the bank.” (Vol. 7; Sec. 239; pp. 178- 
180) 

Citing: “In the absence of any evidence to the contrary, 
it may be very properly assumed, as a matter of law, that it is 
the duty of the president of a chartered bank to take charge 
of and manage its business. He is, in legal contemplation, its 
alter ego.” (Annotation: 1 A.L.R. 694) 


In discussing the particular powers of the President, 
American Jurisprudence says, “The president of the bank may, 
of course, be expressly authorized by the charter of the bank 
or by resolution of its board of directors to exercise various 
particular powers on behalf of the bank; in the absence of any 
express authority, he may be deemed to have authority to 
exercise particular powers by reason of the fact that he, with 
the acquiescence of the directors, has assumed to exercise 
full control over the affairs of the bank. The modern tendency 
and prevailing custom in many instances are to make the presi- 
dent the active manager of the affairs of the bank, subject, of 
course, to the control of the board of directors.” (Vol. 7; Sec. 
241; p. 181) 

The discussion covers the various banking powers which 
may be exercised by the President and the conditions and 
circumstances under which this may be done. The question 
having been raised as to the President's power to make loans, 
the following statement in American Jurisprudence is pertinent: 
“It is within the employment of the president of a bank, who 
has the active management of its business, to make loans for the 
bank, to take security for it, to take any necessary steps for the 
protection of its funds loaned or on hand, and, in carrying out 
of any of these functions, the bank is bound by his act. How- 
ever, the president has no authority to loan the bank's money 
on special conditions, this being primarily a function of its 
board of directors. Furthermore, where the charter of a bank 
requires an act of the board or a certain number of the directors 
in conjunction with the president to make discounts, the board 
cannot confer that power on the president alone.” (Vol. 7; 
Sec. 246; p. 184) 
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In stating the law of corporations, American Jurisprudence 
expresses the rule governing the authority of the president, as 
follows: “The strict rule laid down by a number of authorities 
is that the president of a corporation, aside from his duties as 
presiding officer at directors’ meetings, has, by virtue of his 
office, no inherent power to act or contract for the corporation 
greater than that of any other director. His authority must 
be derived from the corporation or board of directors or by 
statute. According to other authorities, the president of a 
corporation may have certain inherent authority, but it is not 
clearly defined and seems to be quite limited .... Irrespective 
of the inherent powers of the president, there can be no doubt 
that the board of directors may invest the president with author- 
ity to act as chief executive officer of the company. This may 
be done either by an express resolution or by acquiescence in a 
course of dealing.” (Vol. 13; Sec. 897; p. 876) 


The rule of delegation of authority by the board of directors 
of a corporation is stated in American Jurisprudence as follows: 
“The directors have the power, without statutory authority, 
to delegate to officers, agents or executive committees the 
power to transact not only ordinary and routine business, but 
business requiring the highest degree of judgment and dis- 
cretion. (Cited with approval in Social Sec. Board v. Warren, 
142 F. 2nd 974) The power expressly given by statute to the 
board of directors ‘to appoint such subordinate officers and 
agents as the business of the corporation may require’ does 
not limit or diminish the common-law power to delegate author- 
ity. Furthermore, an act of incorporation stating that ‘the affairs 
of the company shall be conducted by the directors’ still gives 
them power to authorize the president and cashier to enter into 
contracts on behalf of the corporation. Applying the foregoing 
principles, the board of directors may delegate to the officers or 
other agents of the corporation the power to purchase property 
or to sell and convey realty for it . . . .” (Vol. 13; Sec. 969; pp. 
924-6) 

In support of this statement of the rule, the text writer 
cites Manson v. Curtis (supra) and Olcott v. Tioga, 27 N.Y. 
546. In the latter case, the court quoted with approval the hold- 
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ing in an earlier case (Barnes v. Ontario Bank, 19 N.Y. 158) 
that, “All acts within the powers of a corporation may be per- 
formed by agents of its own selection.” In the Olcott case, the 
court reviewed and upheld the acts of a board of managers of a 
railroad corporation whereby it relinquished to the president, 
for a period of three years, the exclusive management of the 
business of the corporation, allowing him at his own discretion 
to engage in all transactions of the corporation, including 
borrowing money in large sums and giving notes and securities. 
The court said, “The powers of the agent of a corporation are 
such as he is allowed by the directors or managers of the corpora- 
tion to exercise within the limits of the charter.” The court 
cited the doctrine enunciated by Judge Story in Bank of United 
States v. Dandridge (12 Wheat. 64): “If officers of a corpora- 
tion openly exercise a power which presupposes a delegated 
authority for the purpose, and other corporate acts show that 
the corporation must have contemplated the legal existence 
of such authority, the acts of such officers shall be deemed 


rightful, and the delegated authority will be presumed.” The 
Court added, “This doctrine has often been confirmed.” 


As to delegation of entire management and control of a 
corporation, American Jurisprudence says: “There has been 
some difference of opinion as to whether the directors of a 
corporation may delegate to an officer of a corporation the entire 
management and control of the corporation. It has been held 
that the management of the entire business of a corporation 
may be intrusted to its president, either by an express resolu- 
tion of the directors or by their acquiescence in a course of 
dealing. Moreover, the view has been taken that statutes 
requiring a corporation to be controlled and managed by 
directors, but authorizing them to appoint such subordinate 
officers and agents as the business may require, do not prevent 
the directors from intrusting the entire management of the 
business to a president, since this is not a delegation of corporate 
rights and powers, but a mere authorization to perform the 
business for, and in the name of, the corporation.” (Vol. 13; 
Sec. 970; p. 926) 


Aside from delegated power, the general rule is, “The presi- 
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dent or other general officer of a corporation has power, prima 
facie, to do any act which the directors could authorize or 
ratify.” (Hastings v. B. L. Ins. Co., 138 N.Y. 473) In another 
case, it was said, “The president, having full personal charge 
of the business which the defendant was organized to transact, 
represented the corporation, and prima facie he had power to do 
any act which the directors could authorize or ratify.” (Oakes 
v. C. W. Co., 143 N.Y. 430) To the same effect, Hardin v. 
Morgan, 247 N.Y. 332. 


Judge Learned Hand, writing for the U.S. Circuit Court of 
Appeals, Second Circuit, stated the rule governing the authority 
of a Board of Directors to delegate management of corporate 
affairs, as follows: “Although it is, of course, true as a general 
matter that authority to act for a corporation vests in its board 
of directors, in New York as elsewhere the directors may dele- 
gate the management of its affairs to a committee, or even to an 
individual, in furtherance of the convenient dispatch of the 
business as a whole.” (Ford v. Magee, 160 F. 2nd 457) 


This distinguished and foremost American Jurist cited in 
support of his statement of the rule, Burden v. Burden and 
Manson v. Curtis (supra). Also Hoyt v. Thompson, 19 N.Y. 
207, where the Court upheld by-laws of a corporation whereby 
a board of twenty-three directors delegated to five directors, 
including the president, the authority for the transaction of the 
ordinary business of the company. The Court said, “But it 
would be a very extraordinary construction of the charter in 
this respect, to hold that the board of twenty-three directors, 
or a majority thereof, must meet and act whenever any cor- 
porate power was to be exercised, and that no delegation of 
authority could be made to subordinate agents, to committees, 
or to a quorum consisting of a smaller number.” After stating 
the rule as expressed in Manson v. Curtis (supra), the Courts 
said, “The recognition of this principle (that directors may 
delegate to agents of their own appointment the performance 
of any acts which themselves can perform) is absolutely neces- 
sary in the affairs of every corporation whose powers are vested 
in a board of directors. Without it the most ordinary business 
could not be carried on, and corporate powers could not be 
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executed.” In construing the meaning and intent of “the 
ordinary business of the company,” which was authorized to 
be transacted under the by-laws, Comstock, J., writing for the 
Court, said: “The ordinary business of the corporation had, I 
think, no limit short of the varied and extensive affairs in which 
it was authorized by its charter to engage. It could construct 
and operate a canal, deal in stocks and in trusts, and it could 
carry on the business of banking in all its departments.” 


The principle that directors of a corporation may delegate 
their powers to the president or other officers is recognized 
and applied in other jurisdictions. For example, in Massachu- 
setts, where the banking laws require that written applications 
for loans must be approved by the board of investment, the 
Court held, “We cannot set up a rule of law that such authority 
(to grant and extend loans) may not be delegated to the presi- 
dent or habitually exercised by him with the consent of the 
bank.” (Schleifer v. Worcester North Savings Institution, 306 
Mass. 226; 27 N.E. 2nd 992) 


In Illinois, the Court held, “The directors cannot divest 
themse'ves of the duty of general supervision and control by 
committing this duty to a subordinate officer. However, of 
necessity, it becomes proper that they entrust to subordinate 
and executive officers the discretionary powers which usually 
and ordinarily appertain to the immediate management of the 
particular business.” (Lowell Hoit & Co. v. Detig, 320 Ill. App. 
179; 50 N.E. 2d 602) 

In Texas, the principle was stated as follows: “In Thompson 
on Corporations (3d Ed.) p. 758, Sec. 1300, the general rule 
relating to the powers of boards of directors of corporations to 
delegate certain authority to subordinate officers or agents, 
which seems to be supported by the weight of authority, is an- 
nounced as follows: ““It has been held, therefore, that they 
have authority, acting as and for the corporation, to delegate 
to subordinate officers or agents or to a committee of their own 
number, the power to perform any act, in the course of the 
business of the corporation, which they themselves can legally 
perform, although the performance of the act may involve the 
exercise of the highest judgment and discretion.’ The rule is 
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generally accepted that the president of a corporation may be 
entrusted by the Board of Directors with the management of 
the business of such corporation, and he may perform for the 
corporation the business it is authorized to transact.” (San 
Antonio Joint Stock Land Bank v. Taylor, 129 Tex. 335, 105 
SW 20, 650) 


V. BANK DIRECTORS OR TRUSTEES OR MANAGERS 
EXERCISE ENTIRE MANAGEMENT AND CONTROL 
OF THE AFFAIRS OF A BANK BY REASONABLE 
SUPERVISION AND ORDINARY DILIGENCE 
With Protection Against Liability— 

Under Well-Defined Rules and Principles of Law 


There is no inconsistency or paradox in the situation where 
a Board of a Bank is vested by law with “the entire management 
and control of the affairs of the bank’—in reality, delegate such 
power of management and control to the President, who is 
vested with “the executive power” and who is elected as “the 
head of this savings bank, in general charge and supervision 
of its affairs and of the management and control thereof and 
of the conduct of its business,” with his decisions in all matters 
conclusive, “unless overruled or modified by the Board of 
Trustees.” As pointed out, such delegation of power is done 
under the law's authority to the board of trustees to “make by- 
laws, rules and regulations, not inconsistent with law, for the 
election and appointment of officers and committees, and for 
their respective powers and duties, . . . for the repayment of 
deposits, and generally for the transaction and management of 
the affairs of the savings bank.” Moreover, trustees are pro- 
tected against liability when acting in good faith and with the 
care of prudent and diligent men. 

The courts have laid down, and the text-writers have stated, 
general rules and principles of law governing the functions of 
management and control, as they should be exercised by the 
board of trustees. 

According to Fletcher’s Cyclopedia of Corporations, “The 
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basic management functions of directors have been summarized 
as including (1) The selection of the chief executive and senior 
officers and seeing that able young executives are being de- 
veloped; (2) Control of executive compensation, pension and 
retirement policies; (3) Delegation to the chief executive and 
his subordinate executives of authority for administrative action; 
(4) Fixing policies as to pricing, labor relations, expansion and 
new products; (5) Determining dividend payments, financing 
and capital changes; (6) Supervision and vigilance for the 
welfare of the whole enterprise.” (Vol. 2, p. 550) 


A case of special interest for bank directors and trustees is 
Gollin v. National City Bank of New York, 152 Misc. 679, where 
a group of stockholders of this bank brought an action in the 
Supreme Court, New York County, in 1934, against the Bank, 
its directors and principal officers for an accounting and for 
claimed damages resulting from alleged breach of duty of 
defendants as directors and officers in making loans of $2,400,- 
000. to officers and employees, purchase of 71,000 shares of 
bank stock on October 28, 1929 for the purpose of supporting 
the market in the stock, making sugar loans and investments, 
making alleged unauthorized profits in Boeing and United Air 
Craft stock, making an alleged unauthorized loan of $75,000. 
to defendant Hugh B. Baker, and management of funds of the 
bank. The Court noted that the case was not such as are re- 
ported in the books, in which a board of directors by breach 
of duty has brought a bank into insolvency. The Court pointed 
out that, on the contrary, the bank was established in 1812 and 
was chartered as a national bank in 1865, that the bank is a 
going and solvent institution with over $1 billion in deposits 
(an increase of $124,362,651. between January 1, 1934 and 
April 30, 1934). Obviously, the action was brought to recover 
losses sustained by the bank following the financial crash of 
October 29, 1929. 


The Court, in holding—on all the facts—that the directors 
cannot be held personally liable when acting in good faith and 
as they thought for the best interests of the bank and when 
exercising ordinary care and prudence in view of all the then 
existing and known facts and circumstances—discussed the 
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statutory and common law duties of directors and officers of 
national banks. The Court said: “The duties and civil obliga- 
tions of directors and officers of national banks are two-fold: 
(1) Those imposed by the National Bank Act, the charter and 
by-laws of the bank; and (2) the common law duties concur- 
rently arising from the fiduciary relationship to stockholders, 
depositors and creditors.” 

In discussing the statutory duty, the Court stated the rule 
to be: “To justify recovery for violation of statutory duty in 
effect an intentional violation must be shown .... A director 
who does not actively or passively participate in the unlawful 
acts or omissions of his codirectors is not responsible.” 


In discussing the common law duty, the Court stated the 
rule to be: “The measure of duty and the degree of care re- 
quired of national bank directors in the performance of their 
common law obligation is that which ordinarily prudent and 
diligent men would exercise under the same or similar circum- 
stances, and, in determining that, the restrictions of the statute 
and the usage of a national bank business must be taken into 
account. The question of negligence is ultimately one of fact 
to be determined under all the circumstances in each particular 
case.” (Citing a line of authorities, with Briggs v. Spaulding, 
141 U.S. 132, as the leading case. ) 


The Court said: “In Rankin v. Cooper, (C.C.A. 1907) (149 
Fed. 1010, 1013) a clear summary of the relationship of direc- 
tors to national banks is made; (1) Directors are charged with 
the duty of reasonable supervision over the affairs of the bank. 
It is their duty to use ordinary diligence in ascertaining the 
condition of its business, and to exercise reasonable control and 
supervision over its affairs. (2) They are not insurers or guaran- 
tors of the fidelity and proper conduct of the executive officers of 
the bank, and they are not responsible for losses resulting from 
their wrongful acts or omissions, provided they have exercised 
ordinary care in the discharge of their own duties as directors. 
(3) Ordinary care, in this matter as in other departments of 
the law, means that degree of care which ordinarily prudent and 
diligent men would exercise under similar circumstances. (4) 
The degree of care required further depends upon the subject 
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to which it is to be applied, and each case must be determined 
in view of all the circumstances. (5) If nothing has come to 
the knowledge to awaken suspicion that something is going 
wrong, ordinary attention to the affairs of the institution is 
sufficient. If, upon the other hand, directors know, or by the 
exercise of ordinary care should have known, any facts which 
would awaken suspicion and put a prudent man on his guard, 
then a degree of care commensurate with the evil to be avoided 
is required, and a want of that care makes them responsible. 
Directors cannot, in justice to those who deal with the bank, 
shut their eyes to what is going on around them. (6) Directors 
are not expected to watch the routine of every day's business, 
but they ought to have a general knowledge of the manner in 
which the bank's business is conducted, and upon what securi- 
ties its larger lines of credit are given, and generally to know 
of and give direction to the important and general affairs of 
the bank. (7) It is incumbent upon bank directors in the exer- 
cise of ordinary prudence, and as a part of their duty of general 


supervision, to cause an examination of the condition and re- 
sources of the bank to be made with reasonable frequency.” 


The Court noted that, “The duties of directors under the 
New York State authorities are in accord with the Federal 
decisions (Kavanaugh v. Kavanaugh, 226 N.Y. 185; Continental 
Securities Co. v. Belmont, 206 N.Y. 7: Pollitz v. Wabash, 207 
N.Y. 113).” 


A case of general interest for bank directors and trustees is 
O'Connor v. Bankers Trust Company, 159 Misc. 920; affd. 253 
App. Div. 714, which was an action brought by the Comptroller 
of the Currency and others on behalf of the depositors of Harri- 
man National Bank and Trust Company against certain member 
banks of the New York Clearing House Association to enforce 
performance of an alleged agreement to protect depositors of 
the Harriman National Bank and Trust Company and prevent 
its failure. In directing judgment in favor of defendants, the 
Court concluded, on the evidence, “that plaintiffs have failed 
to establish that an executive officer of any of the remaining 
defendant banks, expressly or impliedly empowered the clearing 
house committee on behalf of his bank to make the commitment 
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claimed, or that such officer had notice that the committee had 
assumed to have such authority.” (p. 942) In discussing the 
powers of executive officers of banks, the Court recognized that 
such officers may act as authorized by the board of directors, 
saying: “The rule is clearly laid down by a leading authority 
on the subject: “Usage or directorial votes may confer upon 
him (the president) special functions, and may extend his 
authority to correspond with the increase of active duties.’ ” 
(1 Morse Banks & Banking (6th ed. 1928) 374) (p. 945) 


In Kavanaugh v. Commonwealth Trust Company of New 
York, 223 N.Y. 103, the late Judge Frederick Crane, writing for 
a unanimous court, said: “The law governing the duties of 
directors in financial institutions is well settled. They are 
summoned to the same degree of care and prudence that men 
prompted by self-interest generally exercise in their own affairs. 
(Hun v. Cary, 82 N.Y. 65; Cassidy v. Uhlmann, 170 N.Y. 505; 
Hanna v. Lyon, 179 N.Y. 107; General Rubber Co. v. Benedict, 
215 N.Y. 18; Campbell v. Watson, 62 N.J. Eq. 396; Warner v. 
Penoyer, 91 Fed. Rep. 587) They should know of and give 
direction to the general affairs of the institution and its business 
policy, and have a general knowledge of the manner in which 
the business is conducted, the character of the investments and 
the employment of the resources. No custom or practice can 
make a directorship a mere position of honor void of responsi- 
bility, or cause a name to become a substitute for care and 
attention. The personnel of a directorate may give confidence 
and attract custom; it must also afford protection.” (pp. 105, 
106) 

In Briggs v. Spaulding, 141 U.S. 132, which was an appeal 
from a decree of the Circuit Court for the Northern District of 
New York dismissing a suit in equity to recover losses and 
damages sustained by a bank (First National Bank of Buffalo), 
its stockholders and creditors for alleged neglect of duty and 
wrongful conduct of the directors, Mr. Chief Justice Fuller, 
writing the majority opinion for the Supreme Court of The 
United States, affirming the decree, said: 

“Without reviewing the various decisions on the subject, 
we hold that directors must exercise ordinary care and prudence 
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in the administration of the affairs of a bank, and that this in- 
cludes something more than officiating as figure-heads. They 
are entitled under the law to commit the banking business, as 
defined, to their duly authorized officers, but this does not ab- 
solve them from the duty of reasonable supervision, nor ought 
they to be permitted to be shielded from liability because of 
want of knowledge of wrongdoing, if that ignorance is the result 
of gross inattention; but in this case we do not think these defen- 
dants fairly liable for not preventing loss by putting the bank 
into liquidation within ninety days after they became directors 
and it is really to that the case becomes reduced at last.” (pp. 
165-166. ) 


VI. CONCLUSION 


The gist of the rule developed in the common law and codi- 
fied in the statute is that directors or trustees or managers of 
banking institutions are charged with and responsible for 
management and control of the affairs thereof; that they may 
delegate to the president or other officers or agents any of their 
powers, except such specific acts as require their separate 
affirmative vote, as specified in the law; that they must supervise 
and know the general affairs of the institution. 

The governing board of a banking organization will—exer- 
cise “ordinary care and prudence in the administration of the 
affairs” of the institution; faithfully perform its “duty of reason- 
able supervision”; maintain “constant activity and thorough 
acquaintance with the daily course of the affairs and dealings 
of the institution”; “know of and give direction to the general 
affairs of the institution and its business policy, and have a gen- 
eral knowledge of the manner in which the business is con- 
ducted, the character of the investments and employment of the 
resources ; exercise “the same degree of care as trustees” and 
“afford protection” to the depositors; follow practices and pro- 
cedures “in furtherance of the convenient dispatch of the busi- 
ness as a whole’; 

If the board will examine and review fully and carefully and 
take suitable action thereon when required; on submissions of: 
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Regular monthly statutory reports of sales and purchases 
of securities and of loans made; reports of business trans- 
actions, and statements of condition; 

Special reports of proposals, other than regular and daily 
transactions; 

Special periodic and annual reports of the affairs of the 
Bank, with comparative analyses of various operations 
and transactions; 

Special periodic reports of reviews and studies of the 
Bank’s operations and the results thereof; 

Proposals and plans for the activities and development 
of the Bank; 

Published reports, studies and analyses of local, state and 
national banking business; 

Official communications from the Superintendent of 
Banks; 

Auditor’s regular monthly reports of the daily internal 
auditing of the operations and transactions of the Bank; 
Reports of examinations of the Bank by the Superinten- 
dent or Commissioner of Banks and by Federal Deposit 
Insurance Corporation; 

Annual audit of the books, records and accounts, re- 
sources and liabilities of the Bank by an Auditing Com- 
mittee or by outside auditors or accountants retained 
by the Board; 

Reports of annual examinations of the records and affairs 
of the Bank by a committee of directors or trustees or 
managers. 


Of course, regular attendance by the members of the Board 
at its meetings and at meetings of its committees; with minutes 
of such meetings, showing in detail the proceedings and acts 
of the Board and its committees, are requisite for effective 
supervisory management. 

An internal auditing program, functioning daily, is recog- 
nized as an essential adjunct to competent bank management. 
In some institutions, this is supplemented with a periodic audit 
by outside auditors or accountants. In any case, internal audit- 
ing or employment of outside auditors are imperative. An 
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examination of the bank by official state or federal examiners 
is not necessarily an audit and may not disclose defalcations or 
irregularities; such examination being intended to find condition 
of the bank, to review policies of management, and to find if 
there is compliance with law. 

Directors or trustees or managers of banking organizations 
will get protection against civil and criminal liability by the 
exercise of ordinary prudence and reasonable diligence, in the 
manner and to the extent here described. 





BANKING DECISIONS 


In this department are published each month all of the important decisions 

of the Federal and State Courts involving questions pertaining to the 

law of banking and negotiable instruments. The experiences they disclose deserve 
careful attention and study of bankers, bank counsel, the depositor 

and the bank student seeking advancement. 


Drawee Bank May Not Recover From Forwarding 
Bank in Check Raising Case Despite 
Latter’s Guarantee 


The surety of a drawee bank brought suit against a forward- 
ing bank, claiming the latter was liable to the drawee because 
of the forwarding bank's guarantee of a check that had been 
raised. The court stated the issue as follows: “The sole ques- 
tion presented is whether the drawee bank is liable on its pay- 
ment to the endorsee bank according to the tenor of the instru- 
ment as originally drawn or according to the tenor of the instru- 
ment as of the time of its payment.” 

A check had been drawn on the drawee, raised almost 
$14,000 and deposited in the defendant forwarding bank which 
guaranteed the check and sent it to the drawee for payment. 
The drawee made payment and charged its customer's account. 
When the alteration was discovered the drawee reimbursed its 
customer and was in turn reimbursed by the plaintiff surety 
which brought suit, as subrogee of the drawee bank, against 
the forwarding bank on its endorsement. 

The court ruled against the surety of the drawee bank. 
With only slight reference to the effect of the forwarding bank’s 
possible liability as a result of its guarantee, the court reasoned 
that under Section 62 of the Negotiable Instruments Law and 
the doctrine of the English case of Price v. Neal, (which held 
that the drawee who pays a forged bill to a holder in due course 
cannot recover the payment) the drawee’s surety must stand 
the loss. It reached this conclusion on the ground that if the 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 78. 
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drawee had accepted the raised paper then under N.I.L. § 62, 
it would have had to honor its acceptance of the raised amount 
in paying a holder in due course. From this the court somehow 
deduced that a drawee bank receiving raised paper from a 
bank which guaranteed the genuineness of the paper should 
stand the loss. Kansas Bankers Surety Company v. Ford County 
State Bank, Supreme Court of Kansas, 338 P.2d 309. The 
opinion of the court is as follows: 


Syllabus by the Court 


1. A petition seeking to recover payment made by a drawee bank 
on a raised check, otherwise genuine, to the defendant bank, an endorsee 
holder in due course, is construed on demurrer and it is held: The 
allegations of the petition failed to state a cause of action. 

2. The Uniform Negotiable Instruments Law adopted in Kansas in 
1905 is a complete codification of the law of commercial instruments 
governing all transactions it purports to cover, and parties to a nego- 
tiable instrument are presumed to understand that their contractual 
rights and liabilities must be determined by the provisions of the 
Negotiable Instruments Law. 

8. The statutory warranties under the Uniform Negotiable Instru- 
ments Law are exclusive and preclude all inferences of implied warran- 
ties. 

4. A drawee bank which pays a raised, but otherwise genuine instru- 
ment, to an innocent holder, is liable for such payment in the raised 
amount under Section 62 of the Uniform Negotiable Instruments Law 
(G. $.1949, 52-603) whereby it accepts the instrument “according to the 
tenor of his [its] acceptance.” 

5. A check is defined as a bill of exchange, payable on demand. 
Actual payment of a check by the drawee is greater than an acceptance 
by the drawee which is merely a promise in writing to pay. The 
payment of a check includes its acceptance. 

6. The presentation of a check to a drawee for payment is not a 
negotiation and involves no warranties as the drawee upon payment of 
the check is not a holder in due course under Section 52 of the Uniform 
Negotiable Instruments Law (G.S. 1949, 52-502) nor a holder as 
defined in Section 191 thereof (G.S.1949, 52—102). 

7. The warranties of a general endorser as provided by Section 66 
of the Uniform Negotiable Instruments Law (G.S.1949, 52—607) are 
based upon transfer of title and run only to holders in due course. 
A drawee that has paid the instrument is not a transferee of title since 
the last holder’s endorsement does not transfer the check but converts 
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what was a check into a voucher. The drawee’s payment of the check 
to the holder terminates the life and negotiability of check. 


SCHROEDER, J.—This is an action in contract to recover payment 
made by a drawee bank on a raised (altered) check, otherwise genuine, 

to the defendant bank, an endorsee holder in due course. 

The sole question presented is whether the drawee bank is liable 
on its payment to the endorsee bank according to the tenor of the instru- 
ment as originally drawn or according to the tenor of the instrument 
as of the time of its payment. 

Appeal has been duly taken to this court from a ruling of the trial 
court sustaining a demurrer to the petition. 

The check was in the words and figures as follows: 


“Garden City, Kansas Dec. 9 1955 No. ...........-....-.------+- 


The Garden National Bank 83—180 
1011 
Pay to the 
Order of Clarence Windle $14,000/00 
Fourteen Thousand & 0/00 2000........2.eeecceeeeecceeeseeeeeneee Dollars 
Loan 
D. W. Burnett” 


Endorsed on the back of the check: 


““Clarence Windle’ 

“Pay any Bank or Banker or order 
“Ford County State Bank 

“All prior indorsement guaranteed 
“Dec. 9—1955 

“83—529 Spearvill, Kansas 88—529 

“J. A. Feist cashier” 


The facts alleged in the petition disclose that plaintiff is a bonding 
company. It paid a loss for which it was liable to the Garden 
National Bank of Garden City, Kansas, and brings this action as sub- 
rogee of that bank. The plaintiff alleges that on or about the 20th 
day of November, 1955, D. W. Burnett, a depositor in the drawee bank 
(Garden National Bank) issued his check drawn on said bank in the 
amount of $90.20 payable to the order of Clarence Windle, and that 
Windle wrongfully altered that check by changing the date to December 
9, 1955, and the amount to $14,000; that this altered check was endorsed 
by Clarence Windle and presented by him to the defendant, The Ford 
County State Bank and by it accepted. It was further alleged that the 
defendant bank “executed its unqualified endorsement on the back of 
said check and sent it through usual banking channels” where it 
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reached the drawee bank on December 14, 1955. A copy of said check, 
together with all endorsements thereon, was attached to the petition and 
made a part thereof. 

The plaintiff further alleged that the drawee bank, relying on the 
endorsements on said check charged the account of D. W. Burnett with 
the altered amount of $14,000, and paid that amount to the defendant. 
The plaintiff further alleged that Burnett immediately after receiving 
his regular monthly statements notified the drawee bank on January 2, 
1956, that the check was defective, and on January 3, 1956, the Garden 
National Bank notified the defendant by telephone that said check was 
a forgery or had been wrongfully altered; that an examination of said 
check by the Federal Bureau of Investigation established that said 
check had been altered, and on May 28, 1956, the plaintiff notified 
the defendant of that fact; that the defendant “by its endorsement on 
said check, warranted said instrument to be genuine, when and as it 
was a spurious instrument and of no validity.” 

The plaintiff further alleges that on the 5th day of February, 1956, 
the Garden National Bank was compelled to reimburse said D. W. 
Burnett in the sum of $13,909.80 and by reason of the terms of its bond 
plaintiff was compelled to pay said amount to the Garden National 
Bank and took from the bank its subrogation receipt which was 
attached to the petition as an exhibit. 

It is conceded by the parties that the plaintiff (appellant) stands 
before this court in the shoes of the Garden National Bank. 

It must be noted at the outset that the plaintiff at no point alleges 
any facts indicating any legal basis for liability except under the 
Uniform Negotiable Instruments Act which was enacted into law in 
Kansas in 1905, and now found in Chapter 52 of the General Statutes. 

The Uniform Negotiable Instruments Law (hereafter N.I.L.) was 
designed to harmonize decisions of courts of last resort in respect to 
commercial paper, and to give to negotiable instruments a degree of 
certainty that would be universal in its application in the states enacting 
it. It is fundamental that the court of no state in which the law is 
enacted is bound by the construction of the statute by the courts of other 
states; but courts, with full knowledge of the history of this legislation, 
and knowing that its chief purpose is as above stated, should upon all 
questions of construction, where the rule adopted by other states is not 
plainly erroneous, be disposed to follow the construction given to the 
act by the courts of the state in which the act has heretofore been 
adopted and construed. Cherokee Nat. Bank v. Union Trust Co., 33 Ok. 
342, 346, 125 P. 464. 

Most courts considering the question concerning the Uniform N.I.L. 
are in accord that it is a complete codification of the law of commercial 
instruments governing all transactions it purports to cover. It must 
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therefore be treated as a complete body of law on that subject and con- 
trolling in all cases to which it is applicable. Bank of Italy Nat. Trust 
& Sav. Ass’n v. Symmes, 118 Cal.App. 716, 5 P.2d 956; Columbian 
Banking Co. v. Bowen, 134 Wis. 218, 114 N.W. 451; Vander Ploeg v. 
Van Zuuk, 135 Iowa 350, 112 N.W. 807, 18 L.R.A., N.S., 490, 124 
Am.St.Rep. 275. 

Parties to a negotiable instrument are presumed to understand that 
their contractual rights and liabilities will be determined by provisions 
of the N.I.L. Citizens’ Nat. Bank of Pocomoke City v. Custis, 153 Md. 
235, 188 A. 261, 53 A.L.R. 1165, and Commercial Credit Co. v. Blanks 
Motor Co., 174 Ark. 274, 294 S.W. 999. 

It is conceded by the parties that our court has not passed directly 
upon the question herein presented within the meaning of the N.L.L. 
It is therefore a case of first impression in this jurisdiction. 

An early Kansas case, Bank v. Robbins, 71 Kan. 748, 81 P. 487, uses 
broad language in the syllabus which tends to indicate that the guarantee 
of an endorser on a check runs in favor of a drawee bank. This case is 
not in point since it arose prior to the adoption of the N.LL. in this 
jurisdiction and for the further reason that it involved a forged indorse- 
ment which is clearly covered by the N.LL. 


Section 62 of the N.I.L. (G.S.1959, 52-603) provides: 


“The acceptor, by accepting the instrument, engages that he 
will pay it according to the tenor of his acceptance, and admits: 
(1) The existence of the drawer, the genuineness of his signature, 
and his capacity and authority to draw the instrument; and (2) 
the existence of the payee and his then capacity to endorse.” 


Dean James Bar Ames, in an article in 14 Harv.L.Rev. 241 [1900], 
commenting upon the effect of the different provisions of the N.L.L., 
said of the section now under consideration: 


“, . . Since an acceptor, by section 62, engages to pay the bill 
‘according to the tenor of his acceptance, he must pay to the 
innocent payee or subsequent holder the amount called for by 
the bill at the time he accepted, even though larger than the 
original amount ordered by the drawer. A bank certifying a raised 
check is in the same case, since section 187 assimilates a certi- 
fication to an acceptance. If the acceptor or certifying bank must 
honor his acceptance or certification in such a case, a fortiori 
a drawee who pays a raised bill or check without acceptance or 
certification, should not recover the money paid from an innocent 
holder. These results are at variance with numerous American 
decisions, but they are changes for the better, and, so far as 
adopted, bring the law of this country into harmony with the law 
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of nearly, if not indeed all, of the European states.” (pp. 242, 243.) 
(See also an article by Ames in 4 Harv.L.Rev. 297, on “The Doctrine of 
Price v. Neal.”) 

Before the adoption of the N.I.L. the ordinary principles of payment 
under a mistake of fact were applicable to negotiable instruments, with 
the exception of the doctrine of Price v. Neal, 3 Burr. 1854, 1 W.B1. 390 
(1762). In that early English case the court held the drawee who pays 
a bill to a holder in due course, on the forged signature of the drawer, 
cannot recover the money paid to the innocent holder, and the court 
stated an acceptor under the same circumstances would be liable on his 
acceptance. Dean Ames construed Section 62 of the N.I.L. in “The 
Doctrine of Price v. Neal”, supra, to extend the liability of the acceptor 
to alterations prior to the date of the acceptance. See National City 
Bank of Chicago v. National Bank of Republic of Chicago, 1921, 300 
Ill. 108, 182 N.E. 832, 22 A.L.R. 11538. 

Reasons underlying the doctrine of Price v. Neal and the related 
question arising under Section 62 of the N.L.L. as to the effect of payment 
by a drawee on an altered order, such as we have in the instant case, have 
been set forth and considered, pro and con, in various law review 
articles. (See 24 Mich.L.Rev. 809 [1926]; 24 Col.L.Rev. 469; 4 
Harv.L.Rev. 297; 8 Ore.L.Rev. 272; Brannan’s Negotiable Instruments 
Law [7th Ed.], § 62, pp. 904, 905, 917.) Dean Ames’ interpretation of 
Section 62 of the N.I.L. is approved in Cherokee Nat. Bank v. Union 
Trust Co., supra and Wells Fargo Bank & Union Trust Co. v. Bank of 
Italy, 214 Cal. 156, 164, 4 P.2d 781; 79 U. of Pa.L.Rev. 492; 19 Calif.L.Rev. 
210; 29 Mich.L.Rev. 508; 4 So.Calif.L.Rev. 238; 50 Yale L.J. 1106; 4 
Rocky Mountain L.Rev. 224. 


It is difficult to see how a drawee bank which pays a raised, but 
otherwise genuine instrument, to an innocent holder can escape liability 
if any meaning is to be given the words “engages that he will pay it 
according to the tenor of his acceptance” in Section 62 of the N.LL. 
The tenor of the acceptance is determined by the instrument as it is 
when the drawee pays and that is a bill for the raised amount. That is 
the bill he accepted and no other, and according to its tenor he has 
engaged that he will pay it. Converted to the facts in the instant case 
a check is defined as a bill of exchange, payable on demand, and actual 
payment by the drawee is greater than an acceptance by the drawee 
which is merely a promise in writing to pay. The payment of a check 
includes its acceptance. Louisa Nat. Bank v. Kentucky Nat. Bank, 239 
Ky. 302, 39 S.W.2d 497. See Brannan’s Negotiable Instruments Law (7th 
Ed.), § 62, pp. 917, 918. 

It was alleged in the petition that The Ford County State Bank “by its 
endorsement on said check, warranted said instrument to be genuine, 
when and as it was a spurious instrument and of no validity.” This 
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requires analysis of other sections of the N.I.L. to determine what, if any, 
warranties are imposed by the “endorsement” of The Ford County State 
Bank, appellee. The inquiry also leads into whether the drawee bank 
(Garden National Bank) in the instant case is a holder in due course, 


Section 191 of the N.I.L. (G.S.1949, 52—102) defines a “holder” as 
the payee or endorsee of a bill or note, who is in possession of it, or the 
bearer thereof. The “bearer” is the person in possession of a bill or 
note which is payable to bearer. Section 52 of the N.I.L. (G.S.1949, 
52—502) defines a holder in due course as “a holder who has taken the 
instrument under the following conditions: (1) That it is complete and 
regular upon its face; (2) that he became the holder of it before it was 
overdue, and without notice that it had been previously dishonored, if 
such was the fact; (3) that he took it in good faith and for value; (4) 
that at the time it was negotiated to him he had no notice of any infirmity 
in the instrument or defect in the title of the person negotiating it.” 
(Emphasis added. ) 


Under Section 30 of the N.I.L. (G.S.1949, 52-401) an instrument is 
negotiated “when it is transferred from one person to another in such 
manner as to constitute the transferee the holder thereof. If payable 
to bearer, it is negotiated by delivery; if payable to order, it is negotiated 
by the endorsement of the holder completed by delivery.” 


Some courts have spoken of the “endorsement” of a forged check by 
the holder when presenting it to the drawee for payment as a warrant 
or guarantee to the drawee. This statement is a fallacy. Such a warranty 
arises only in case of a sale of the instrument, not when it is presented 
to the drawee for payment. The payment of a check by the drawee 
bank is not a negotiation and does not make the bank a holder within 
Section 30. The check is extinguished and cannot be put in circulation 
again so as to bind the drawer or endorsers. American Hominy Co. v. 
Millikin Nat. Bank, D.C., 273 F. 550; Brannan’s Negotiable Instruments 
Law [7th Ed.], § 30, p. 592, and cases cited therein.) Further, under 
Section 191 the drawee bank not being a payee, endorsee, or bearer, it 
is not a holder. 


Obviously, under Section 52 if the drawee bank upon transfer of the 
instrument to it upon payment does not become a holder, it cannot 
become a holder in due course. The Supreme Court of California in 
Wells Fargo Bank & Union Trust Co. v. Bank of Italy, supra, succinctly 
stated: 


“But, as has been pointed out (Brannan, The Negotiable 
Instruments Law, 4th Ed., p. 618), the presentation of a check 
to a drawee for payment is not a negotiation and involves no 
warranties, as the drawee is not a holder in due course under 
section 52 of the Negotiable Instruments Law... . nor a holder as 








| 










ee DD we OD ye lUTLU UUM nw FY 


a fi 





| 






ALTERED PAPER 967 
defined in section 191 thereof . . .” 214 Cal. at page 164, 4 P.2d at 
page 784. 

Section 65 of the N.L.L. (G.S.1949, 52-606) provides in part: 

“Every person negotiating an instrument by delivery, or by a 
qualified endorsement, warrants: (1) That the instrument is 
genuine and in all respects what it purports to be; (2) that he has 
a good title to it; (3) that all prior parties had capacity to con- 
tract;...” 

Section 66 of the N.I.L. (G.S.1949, 52-607) provides: 

“Every endorser who endorses without qualification warrants, 
to all subsequent holders in due course: (1) The matter and 
things mentioned in subdivisions 1, 2 and 8 of the next preceding 
section; and (2) that the instrument is at the time of his endorse- 
ment valid and subsisting; and, in addition, he engages that on 
due presentment it shall be accepted or paid, or both, as the case 
may be, according to its tenor, and that if it be dishonored, and the 
necessary proceedings on dishonor be duly taken, he will pay the 
amount thereof to the holder, or to any subsequent endorser who 
may be compelled to pay it.” (Emphasis added. ) 


It has been held the warranties of a general endorser as provided by 
Section 66 are based upon a transfer of title and run only to holders in due 
course; consequently, a drawee who has paid the instrument is not a 
transferee of title as the last holder’s endorsement does not transfer the 
check but converts what was a check into a voucher. Wells Fargo Bank 
& Union Trust Co. v. Bank of Italy, supra; South Boston Trust Co. v. 
Levin, 249 Mass. 45, 148 N.E. 816; National Bank of Rolla v. First 
National Bank of Salem, 141 Mo.App. 719, 125 S.W. 518; Woodward 
v. Savings & Trust Co., 178 N.C. 184, 100 S.E. 304, 5 A.L.R. 1561; 
National Bank of Commerce of Seattle v. Seattle Nat. Bank, 109 Wash. 
$12, 187 P. 342; American Hominy Co. v. Millikin Nat. Bank, supra; 
Figuers v. Fly, 187 Tenn. 358, 193 S.W. 117, and Brannan’s Negotiable 
Instruments Law [7th Ed.], § 30, p. 592. 

The Supreme Court of Oregon in First Nat. Bank v. United States 
Nat. Bank, 1921, 100 Or. 264, 197 P. 547, 14 A.L.R. 479, has set forth the 
reasons why a drawee bank is not a holder in due course in clear and 
concise language, as follows: 


“Manifestly, presentment to the drawee for payment is not a 
negotiation of a check; for payment transmutes the paper from 
negotiable instrument into a mere canceled voucher. When paid 
the check has run its course as a negotiable instrument. First 
Nat. Bank v. Bank of Cottage Grove, 59 Or. 388, 396, 117 P. 298. 
It is manifest that the drawee, who pays a check and then receives 
it as a canceled voucher divested of its character as a negotiable 
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instrument, is not ‘a holder,’ within the meaning of that term as it 
is used in the negotiable instruments law. It follows, therefore, 
that the negotiable instruments law did not write into the indorse- 
ment of the defendant any of the warranties prescribed by sections 
7857 and 7858 [$$ 65 and 66 of N.I.L.], Or.L. National Bank 
of Commerce in St. Louis v. Mechanics’ American National Bank, 
148 Mo.App. 1, 127 S.W. 429; National Bank of Commerce 
v. Farmers’ & Merchants’ Bank, 87 Neb. 841, 128 N.W. 522; 
Figuers v. Fly, 187 Tenn. 358, 1938 S.W. 117; Farmers’ 
& Merchants’ Bank v. Bank of Rutherford, 115 Tenn. 64, 88 S.W. 
939, 112 Am.St.Rep. 817; Aurora State Bank v. Hayes-Eames 
Elevator Co., 88 Neb. 187, 129 N.W. 279; Brannan’s Neg.Inst.Law 
(3d Ed.), 131. See, also, Neal v. Coburn, 92 Me. 189, 150, 42 A. 
348, 69 Am.St.Rep. 495.” 100 Or. at page 288, 197 P. at page 555. 
See Brannan’s Negotiable Instruments Law [7th Ed.], § 66, p. 958, 
et seq., under the annotated heading: “Presentation to drawee involves 
no warranties.” 


The appellant contends that even should this court hold that a drawee 
bank is not a holder in due course, there still remains the right of the 
drawee bank to recover on a forged instrument, or on a wrongfully 
altered instrument, against a prior endorser because of the implied 
obligation on the part of the endorser. 

Cases have heretofore been cited which hold that the N.I.L. must be 
treated as a complete body of the law on that subject in which the 
liabilities of the parties are clearly defined. It has been held that an 
action to enforce liability for breach of the statutory warranties under the 
N.I.L. was upon contract. Rucker v. Hagar, 117 Kan. 76, 230 P. 70. 
It was said in Railroad Bldg. Loan & Savings Ass’n v. Bankers’ Mort- 
gage Co., 142 Kan. 564, 51 P.2d 61, 102 A.L.R. 140, in an action involving 
a negotiable instrument relative to the warranty of endorsement on facts 
not here material: 


« 


“ ._.. The contract must therefore find its basis in the statute, 
and it is clear from a reading of it that the indorser warrants only 
to all subsequent holders in due course,” 142 Kan. at pages 568, 
569, 51 P.2d at page 64. 


In Consolidated Motors Co. v. Urschel, 115 Kan. 147, 222 P. 745, it 
was said: 


“The warranties assumed by the negotiator of a note are fixed 
by the statute,...” 115 Kan. at page 149, 222 P. at page 746. 





We must therefore recognize that the statutory warranties under 
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the Uniform N.I.L. are exclusive and preclude all inferences of implied 
warranties. An analogous situation is presented where an express war- 
ranty is set forth in the contract. The express warranty is held to exclude 
an implied warranty relating to the same subject. Advance-Rumely 
Thresher Co. v. Nelson, 105 Kan. 517, 184 P. 982; Topeka Mill & 
Elevator Co. v. Triplett, 168 Kan. 428, 213 P.2d 964; and Clark Lumber 
Co. v. Kelley, 117 Kan. 285, 231 P. 71. 


Based upon our study of the construction of various sections of the 
Uniform N.I.L. by other states in which it has been adopted, we think 
it was not the legislative intent that the obligation of the drawee bank 
paying a negotiable instrument should be limited to the tenor of the 
instrument as drawn by the maker, as was the rule at common law, but 
that it should be enforceable in favor of a holder in due course against 
the drawee bank paying such instrument according to its tenor at the 
time of its payment. In other words, the Garden National Bank was 
liable on its payment of the check to The Ford County State Bank 
according to the tenor of the check at the time of payment, which was 
the raised amount. 


The foregoing opinion gives effect to the literal words of the N.LL. 
The court must take the act as it is written and should give to the words 
their natural and common meaning. If the language of the act conflicts 
with statutes or decisions in force before its enactment the courts should 
not give the act a strained construction in order to make it harmonize 
with earlier statutes or decisions. National City Bank of Chicago v. 
National Bank of Republic of Chicago supra. 

The wording of the act suggests that a change in the common law was 
intended. A careful reading thereof, independent of any common-law 
influence, requires that the words “according to the tenor of his accept- 
ance” (N.I.L. § 62) be construed as referring to the instrument as it was 
at the time it came into the hands of the acceptor for acceptance, for 
he accepts no other instrument than the one presented to him—the 
altered form—and it alone he engages to pay. This conclusion is in 
harmony with the law of England and the continental countries. (14 
Harv.L.Rev. 241, 248; and 4 Harv.L.Rev. 306, 307.) It makes for the 
usefulness and currency of negotiable paper (31 Yale L.J. 522, 527) 
without seriously endangering accepted banking practices, for banking 
institutions can readily protect themselves against liability on altered 
instruments either by qualifying their acceptance or certification or by 
relying on forgery insurance and special paper which will make altera- 
tions obvious. Wells Fargo Bank & Union Trust Co. v. Bank of Italy, 
supra. 

Appellant asserts that where a general demurrer challenges the 
sufficiency of the petition to state a cause of action, the trial court does 
not err in overruling such demurrer if the pleadings so challenged state 
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a cause of action on any theory. Citing Fernco, Inc. v. Kennedy, 181 
Kan. 25, 309 P.2d 400. 

While not defiinitely stated in appellant’s brief the cases upon which 
reliance is placed would indicate that appellant possibly regards the 
petition broad enough to include recovery against The Ford County 
State Bank on the ground that it had knowledge of the alteration, or 
was negligent, or was a party to the alteration. Such an action to recover 
the amount paid is in its nature an action for money had and received 
under a mistake of fact. It would be predicated upon either the acts 
of bad faith or culpable negligence of The Ford County State Bank which 
so contributed to induce the Garden National Bank to part with its 
money. The fundamental basis of a recovery in such case is the act 
of bad faith or culpable negligence of the holder as the primary cause of 
the loss. The check, its endorsement, and the act of presentation for 
payment by the holder, and its payment to it by the drawee bank, in 
such case is merely evidential, and not the essential basis of the action. 
Louisa Nat. Bank v. Kentucky Nat. Bank, supra. 

While states which have adopted the Uniform N.I.L. are almost 
unanimous that Section 62 is merely a legislative affirmation of Price v. 
Neal, it will be observed that Section 62 does not in its terms provide for 
exceptions, such as negligence of the holder or acts of bad faith on his 
part. But the courts, with few exceptions, have recognized negligence 
and bad faith on the part of the holder as exceptions which prevented 
the rule from operating against the drawee. It would be a more accurate 
statement of the rule in Price v. Neal itself to say that, if there is freedom 
from both negligence and bad faith on the part of the holder, the 
drawee cannot recover payment on a forged or altered check, but, if 
the holder is chargeable with negligence or bad faith the rule does not 
apply against an innocent drawee. A complete discussion of this matter 
has been undertaken in First Nat. Bank v. United States Nat. Bank, supra. 
The Supreme Court of Oregon in the opinion of that case has appro- 
priately said: 


“The negotiable instruments law is in the main a codification 
of the rules of the law merchant; and in most instances where 
there had been a difference of judicial opinion the negotiable 
instruments law will, upon investigation, be found to have adopted 
the rule of the majority. With but few reported decisions to the 
contrary, the courts of this country which had followed Price 
v. Neal had, for a century, recognized negligence upon the part 
of the holder as an exception which untied the hands of the 
drawee and enabled him to recover from the negligent holder; 
and in this situation it is inconceivable that the framers of the act 
designed to make Section 62 absolute and free from the exceptions 
which had been previously recognized. Section 62 has been 
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criticized because it fails to speak of the exceptions which had 
come to be so generally observed (59 Univ. of Pa.Law Rev. 493); 
and yet the history of the Price v. Neal rule and the condition of 
the judicial decisions in this country when the negotiable instru- 
ments law was framed make it obvious that the Legislatures 
adopted the Price v. Neal rule with its exceptions, although 
the exceptions were not expressed, just as the courts had adopted 
the rule with its exceptions. This court and other courts have 
held that the rule of Price v. Neal, in its present form as a 
legislative rule, is subject to the exceptions which prevailed when 
it existed in its form as a judicial rule. First Nat. Bank v. Bank of 
Cottage Grove, 59 Or. 388, 117 P. 293; Brannan’s Neg.Inst.Law 
($d Ed.), 229.” 100 Or. 264, 281, 282, 197 P. 547, 553, 14 A.L.R. 
479. 


But the party that founds a cause of action against the drawee bank 
upon the theory of bad faith or negligence on the part of the holder 
must allege and prove the facts, the acts of bad faith or negligence as the 
case may be, upon which reliance is placed giving rise to the cause of 
action. Citizens’ Nat. Bank v. San Angelo Nat. Bank, Tex.Civ.App., 19 
S.W.2d 388; and Louisa Nat. Bank v. Kentucky Nat. Bank, supra. The 


petition in the instant case is entirely barren of any such allegations 
and as a consequence the appellant has not alleged a cause of action 
upon such theory. 

The Supreme Court of Kentucky in Louisa Nat. Bank v. Kentucky 
Nat. Bank, supra, said: 


“...No provision of the Negotiable Instrument Law concerns 
such an action arising out of the negotiation of a forged instrument 
put into circulation by the acts of bad faith or negligence of the 
holder thereof. To interpret it so as to protect a holder who had 
so induced the drawee to pay a forged instrument is beyond its 
intendment and plain language. So to construe it and apply it 
as to holder of a forged instrument as to protect him against his 
bad faith or his own negligence makes it applicable to a non- 
negotiable instrument as well as to a negotiable instrument.” 
239 Ky. at page 310, 39 S.W.2d at page 500. 


For the reasons stated the petition in the instant case failed to state 
a cause of action against The Ford County State Bank in contract under 
the Uniform N.I.L., or on any other theory, and the order of the trial 
court sustaining the demurrer to the appellant’s petition is affirmed. 
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THE GEORGIA BAR ASSOCIATION 
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(b) Insurance Proceeds to Fund Buy and Sell Agreements 
and for Stock Redemption 
(c) Relative Advantages of Insurance Settlement Options 
and Insurance Trusts 
TRUST ASPECTS OF PLANNING AN ESTATE 
(a) Short Term Trusts 
(b) Minors’ Trusts 
ANALYSIS OF A WILL 
(a) The Marital Trust 
(b) The Residuary Trust 
(c) Powers of the Executor and Trustee 
AN ESTATE PLANNING LABORATORY 
A PROBLEM CLINIC 


The faculty for this Institute will consist of some of Georgia’s most 
experienced men in the area of estate planning. The Institute will be 
held at the Georgia Center for Continuing Education on the campus of 
the University of Georgia, Athens, Georgia. For additional information 
write: 
Institute of Law and Government 
School of Law 
The University of Georgia 

Athens, Georgia 
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Bank is Holder in Due Course Where Customer 
Permitted to Withdraw Funds Before Collection 


Pike drew two checks payable to Dixie which endorsed them 
to Andrews. Andrews deposited the checks in his own bank, 
the plaintiff, and on the same day withdrew most of the funds 
in this account. Several days later, before the checks had been 
collected, Pike stopped payment and the checks were dis- 
honored by the drawee bank. 


The plaintiff bank brought suit against the drawer, Pike, 
claiming that it was a holder in due course of the check. Pike 
contended that the plaintiff bank was only the collecting agent 
for Andrews and introduced the deposit slip and signature card 
to support this position. 

The court ruled in favor of the plaintiff bank. It reasoned 


that even though the deposit slip and the signature card in- 
dicated an agency relationship between the depositor and the 


TE RE ET ma REET RRR om oe 


bank, a contrary intention was shown by the bank’s act of letting 
the depositor withdraw funds before checks were collected. As 
a result, the bank became a holder in due course of the checks 
and therefore could proceed against the drawer without being 
subject to any of the defenses which might be urged against 
the original payee. Pike v. First National Bank of Rome, Court 
of Appeals of Georgia, 109 S.E.2d 620. The opinion of the 
court is as follows: 


ee 


Syllabus by the Court 


1. The deposit by a customer in a bank of a check to the credit of 
the depositor gives rise to the presumption, as between the parties, that 


st the bank is the collecting agency of the depositor. And even though 
e there is an express agreement to that effect, where, however, it is the 
f § custom of the bank to credit such deposits to the account of the customer 
n and to permit him to draw against it, and where the depositor does in 


fact draw out substantially the entire proceeds of the checks before 
collection thereof by the bank and before any notice of any infirmity 
in such checks, the bank by such action gives value and becomes a holder 
in due course of the instruments sued on, with the privilege of collecting 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 329. 
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the proceeds of the checks in its own name in an action against the 
drawer thereof, and without being subject to any defenses which might 
have been urged against the original payee. 


2. The remaining special grounds of the amended motion for a new 
trial are not considered for the reason that any error in the admission 
or rejection of testimony complained of therein would not effect the 
decision in this case. 


L. M. Pike, doing business as Pike Motor Co., drew two checks on the 
First National Bank of Columbus, Georgia in the sums of $1,050 and 
$1,250 payable to “Dixie Auto Auction” as the purchase price of two 
automobiles, which vehicles had been transferred to Dixie Auto Auction 
for sale by J. C. Andrews Motor Co. Dixie Auto Auction endorsed the 
checks in blank and delivered them to J. C. Andrews Motor Co. Andrews 
endorsed the checks for deposit only to the credit of itself in the First 
National Bank of Rome, Georgia, and deposited them to its account in 
the plaintiff bank. The checks were dated October 15, 1957, and de- 
posited on October 16, along with other checks for a total sum of 
$6,645.68, and on the same day Andrews drew against the deposit, 
leaving a balance of only $66.44 in the account. On October 21, Pike, 
who had meantime been informed of an outstanding bill of sale to secure 
debt against the cars, stopped payment on both checks, and on October 
22, the plaintiff bank was notified by the First National Bank of 
Columbus, the drawee, that the checks had been dishonored for this 
reason. Andrews at no time between October 16, and the trial of this 
case had more than the $66.44 on deposit to his credit with the plaintiff 
bank, and that bank, between those times, refused payment of other 
checks written by Andrews on account of insufficient funds. 


The petition of the First National Bank of Rome against Pike was 
drawn in four counts. Two counts related to each of the checks and 
differed only in that in one the payee was alleged to be Dixie Auto 
Auction while in the other it was alleged that since the name Dixie Auto 
Auction does not purport to be the name of any legal entity the checks 
are bearer paper. Upon the trial of the case the plaintiff contended that 
it was a holder in due course for value of the checks in question, while 
Pike contended that the plaintiff had no title to the checks but was acting 
in the capacity of collection agent for its depositor Andrews Motor 
Company. It introduced in evidence the deposit slip accompanying 
the checks which contained on its face the following provisions: “In 
receiving items for deposit or collection, this bank acts only as 
depositor’s collecting agent and assumes no responsibility beyond the 
exercise of due care. All items are credited subject to final payment 
in cash or solvent credits. This bank will not be liable for default or 
negligence of its duly selected correspondents nor for losses in transit, 
and each correspondent so selected shall not be liable except for its own 
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negligence. This bank or its correspondents may send items, directly 
or indirectly, to any bank including the payor, and accept its draft or 
credit as conditional payment in lieu of cash; it may charge back any 
item at any time before final payment, whether returned or not, also any 
item drawn on this bank not good at close of business on day deposited.” 
Also, the signature card for the account of J. C. Andrews Motor Company, 
Inc., at the First National Bank of Rome contained the following pro- 
vision: “In consideration of the opening of this account by the First 
National Bank of Rome, Rome, Georgia, the undersigned agrees that 
all notes, drafts, checks or other papers purchased by the bank from 
the undersigned or received by it for credit or collection from or through 
the undersigned, are purchased or received subject to the actual receipt 
in cash of proceeds thereof by the bank and until such receipt said paper 
or proceeds shall be held at the risk of the undersigned, and the bank 
shall not be liable for the loss thereof, or for the default, negligence or 
failure of its agents, or of any correspondents or others to whom the 
paper may be sent for collection. The bank and any collecting agent 
of the bank or of the undersigned may present such paper direct to the 
bank on which it is drawn or at which it is payable or in its discretion 
may forward such paper to a collecting agent with authority to present 
such paper for payment, and this bank and/or any collecting agent 
may accept in return the check, draft or credit of any other bank, or banks. 
Any paper not actually realized on, any item lost in transit, or any bank 
check, draft or credit on which the bank fails to realize the full amount 
in cash may be charged by the bank in whole or in part to the under- 
signed’s account. Each collecting agent shall be the agent of the 
undersigned and not of the bank, but neither this bank nor any such 
agent shall be liable for any loss growing out of the neglect, default 
or failure of another agent.” 


At the conclusion of the evidence the court directed a verdict in 
favor of the plaintiff. The defendant filed a motion for a new trial on 
the general grounds which was amended by the addition of four special 
grounds, and the overruling of this motion is assigned as error. 


TOWNSEND, J.—1. Whether or not the direction of a verdict in 
favor of the plaintiff was error must be determined by whether or not 
the plaintiff is a holder in due course or only an agent of its depositor, 
for the reason that the defendant Pike, the maker of the checks, had 
a good defense against Dixie Auto Auction and Andrews Motor Company 
based on failure of consideration which, if it might be urged against 
the bank, would defeat the action. Code, § 14—508. Code, § 14—502 
provides: “A holder in due course is a holder who has taken the 
instrument under the following conditions: (1) That it is complete and 
regular upon its face; (2) That he became the holder of it before it was 
overdue, and without notice that it had been previously dishonored, 
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if such was the fact; (3) That he took it in good faith and for value; 
(4) That at the time it was negotiated to him he had no notice of any 
infirmity in the instrument or defect in the title of the person negotiating 
it.” Dealing with the fourth requisite first, we find no merit in the 
contention of counsel for the plaintiff in error in his brief that “the 
bank was bound to know that the automobiles of J. C. Andrews Motor 
Company were mortgaged to People’s Loan & Finance Company 
under a floor-plan arrangement and that, contrary to the standard 
provisions of such a plan, J. C. Andrews Motor Company was ‘iting’ 
its payment under the floor-plan arrangement to the finance company.” 
Even if the bank or some of its officers had notice of the contract 
between J. C. Andrews Motor Company and People’s Loan & Finance 
Company there was no obligation, in the first place, for it to check every 
automobile Andrews sold to be sure that the proceeds of that auto- 
mobile went to the loan company, and, in the second place, it was not 
bound to know, if such were in fact the case, that every automobile 
sold by the motor company was subject to the lien created by the 
contract. A bank is not the guardian of the business activities of its 
depositors, and there is nothing in the record which would have 
required the bank, in the exercise of due diligence on its part, to check 
on behalf of the loan company and ascertain that its lien was paid off 
from the funds deposited therein on October 16. The check was 
complete and regular on its face; there was no notice of dishonor, 
the bank was in good faith in the premises, and it paid out to Pike 
on his demand all of the proceeds of the check with the exception of 
$66.44. It therefore either became a holder for value, or, while in the 
course of collecting the proceeds for the depositor, loaned the depositor 
the value of the checks. It is contended that the latter is the only 
possible solution under the well-established rule that “if the check 
or draft is deposited for collection, then it is clear that the bank does 
not take title, but merely undertakes to act as agent for collection, the 
title to the check or draft remains in the depositor, and the relation 
between the parties is that of principal and agent, and not of debtor 
and creditor. Fourth National Bank of Cincinnati v. Mayer, 89 Ga. 
108, 14 S.E. 891; Freeman v. Exchange Bank, 87 Ga. 45, 13 S.E. 160; 
Bailie v. Augusta Savings Bank, 95 Ga. 277, 21 S.E. 717, 51 Am.St.Rep. 
74; Morris v. Eufaula Nat. Bank, 122 Ala. 580, 25 So. 499, 82 Am.St.Rep. 
95. If the parties intend to treat such paper as cash, title passes at 
once upon receipt of the deposit by the banker; but if the intention 
is that the bank shall not be responsible except as an agent for 
collection, title remains in the depositor throughout. The difficulty 
in determining the relation between the parties lies in the determination 
of their mutual intention, and this must of necessity depend upon the 
individual facts of each case, so that the question is one rather of 
fact than of law.” First National Bank of Fayetteville, Tenn. v. 
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McMillan Bros., 15 Ga.App. 319, 83 S.E. 149, 150. However, none 
of the cases in which this rule is applied concern a situation where the 
bank, after receiving the check or draft for deposit, permitted the 
customer to draw against it and thus actually receive its value from the 
bank. In First National Bank of Dalton v. Southern Cotton Oil Co., 
76 Ga.App. 779, 47 S.E.2d 288, the action was between the depositor of 
a sight draft and a correspondent negligently undertaking its collection 
at the instance of the bank in which the deposit was made, and the 
opinion states that the relation of debtor and creditor was created 
between the depositor and the initial bank unless it was the intent of 
both parties that the deposit was to be treated as cash, that the pre- 
sumption in such cases is that the check is received for deposit, and that 
the act of crediting it to the account of the depositor without more will 
not serve to overcome this presumption. In Foster v. People’s Bank, 
42 Ga.App. 102, 155 S.E. 62, the bank received for deposit its customer's 
cashier’s check drawn on another bank. The issuing bank failed, and 
the depositing bank, with notice thereof, paid its customer the face 
amount of the check, part of which had been placed on a time deposit 
at interest. Thereafter, in a suit between he bank and the depositor, 
the direction of a verdict in favor of the bank on the theory that the 
bank was acting merely as a collecting agent for the depositor was held 
to be error. 

Hogansville Banking Co. v. Wilkinson, 171 Ga. 165, 154 S.E. 789, 
was an action between the depositor of a check and the bank of 
deposit. At the time the check was deposited the bank knew that it was 
insolvent but the depositor did not know that fact. The bank of 
deposit closed before the check was collected, and the depositor, on 
ascertaining that fact, attempted to have the drawer stop payment, but 
the value of the check was nevertheless collected. The depositor at 
the time of depositing the check was overdrawn at the insolvent bank. 
It was held that the bank acted as an agent for collection and not 
as an owner of the paper, and that the depositor was accordingly 
entitled to receive from the insolvent bank the proceeds of the check 
less the amount in which it was indebted to the bank. 


In Spooner v. Bank of Donalsonville, 144 Ga. 745, 87 S.E. 1062, in an 
action between the plaintiff who deposited a check to his credit under 
a collection agreement and the bank of deposit which had forwarded 
the check (it being lost in the mail) it was held that the presumption 
was that, although the plaintiff had drawn against his deposit in the 
bank, the credit extended by the bank was merely conditional and 
contingent upon payment, and that the bank had not, as between itself 
and its depositor, purchased the check by advancing credit thereon. 

Cronheim v. Postal Telegraph-Cable Co., 10 Ga.App. 716, 74 S.E. 
78, was an action by a depositor against a telegraph company for delay 
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in delivering a telegram seeking to have payment stopped on a check 
which he had deposited for collection, where due to the negligence of 
the telegraph company it is alleged that the check was collected by an 
insolvent bank and the assets passed into the hands of the receiver. 
That case holds: “Where a check is indorsed to a bank ‘for collection 
and credit for deposit’ to the account of the payee, the bank is the agent 
of the payee to collect, and title to the check does not pass to the bank, 
in the absence of an agreement to that effect, evidenced otherwise than 
by the language of the indorsement.” 

Similar wording is found in First National Bank of Fayetteville, 
Tenn. v. McMillan Bros., supra, where it was said: “It has been held 
in some cases that the fact that one had the privilege of drawing 
against a check deposited in bank by him even before it was collected, 
was inconsistent with any transaction which did not vest in the bank 
the title to the paper. That fact is undoubtedly strong evidence of the 
mutual intention that the bank should become wholly responsible for 
the check or draft, though it has been held in some jurisdictions that 
the contrary may still be shown by evidence or implied from other 
facts. . . . It will be noted that in each of these cases cited, the fact that 
the depositor had the right, under the agreement between himself and 
the bank, to check against a deposit of this character . . . and that the 
check or draft was honored by the bank, appears largely to determine 
the relation between the depositor and the bank, and thereby determine 
the title to the check or to the proceeds arising therefrom.” [15 Ga.App. 
319, 83 S.E. 151.] It follows that while, where nothing else appears, a 
deposit to the credit of the depositor under a collection agreement gives 
rise to the presumption that there is an agency relation rather than a 
debtor creditor relation, and while, between the parties themselves, 
the bank may always charge back the uncollected check against its 
depositor whether it has advanced funds thereon or not, nevertheless, 
the presumption of agency relationship, so far as third parties are con- 
cerned, only holds so long as no contrary agreement between the bank 
and the depositor is shown. Proof that the bank did in fact not only 
credit the fund to the depositor but that it allowed the depositor to 
draw against that credit is, according to the better rule, conclusive 
evidence of a contrary agreement. It was followed by necessary im- 
plication in Fourth National Bank of Cincinnati v. Mayer, 89 Ga. 108, 
14 S.E. 891 where it was held: “Where a regular customer of a bank 
deposits with the bank his draft payable to his own order, and indorsed, 
‘For deposit to the credit of the drawer, and the same is entered to his 
credit on the books of the bank, and forwarded by the bank to another 
bank for collection, the drawer, by the course of dealing, having the 
right to check against such deposit, and, in fact, checking against it, 
and his checks being honored, the title to the draft passes to the first 
bank, and when collected by the second the proceeds are not subject 
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to garnishment at the instance of a creditor of the drawer, such proceeds 
being the property, not of the drawer, but of the first bank.” It is true 
that in that case there was no “collection agreement” in writing between 
the bank and the depositor, but the endorsment on the check was a 
restrictive endorsement (see First National Bank of Dalton v. Southern 
Cotton Oil Co., supra, 76 Ga.App. at page 783, 47 S.E.2d 288), and, 
in the second place, the collection agreement is simply a device for the 
bank and the depositor to determine their respective rights as among 
themselves, not such a contract as will conclusively and in all events 
determine the status of the paper so far as third parties are concerned. 
No matter what the deposit agreement was initially, when the bank did 
in fact credit the deposit to its customer, and did in fact thereafter 
permit the customer to withdraw the fund before collection, and the 
customer did withdraw the fund, the bank became a holder for value of 
the check as to the amount withdrawn, so as to be able to enforce 
payment against the drawer thereof. That this is the majority rule in 
most of the jurisdictions, see 59 A.L.R.2d 1178, 1185; Lowrance Motor 
Co. v. First National Bank of Auburn, 5 Cir., 238 F.2d 625, 59 A.L.R.2d 
1164; Burton v. United States, 196 U.S. 283, 25 S.Ct. 248, 49 L.Ed. 482; 
8 Am.Jur., Bills and Notes, § 442. Brady, Bank Checks, 2d, et. p. 103; 
Patton’s Digest, Vol. 2, p. 1256. The rule is succinctly stated in Southern 
Fruit Distributors, Inc. v. Citizens’ Bank of Fort Valley, 44 Ga.App. 
832, 163 S.E. 261, 263, to the effect that, while where a check is deposited, 
nothing further appearing, it will be presumed that the bank is the 
agent for collection, where it is credited to the depositor’s general account 
and the depositor is allowed to draw against it, nothing further appear- 
ing, it will be presumed that the bank is the holder in due course, and, 
thirdly: “Even if there are express conditions in the deposit contract, 
which, if standing alone, would make the bank a mere agent for 
collection, yet where there were other facts, namely, that the draft 
was indorsed in blank and the bank thereafter paid checks drawn by 
the indorser against such deposit, if the bank, in these circumstances, 
was not the absolute owner of the draft, it at least became a pledgee, 
in addition to its relationship as agent; and the holder of a note or draft 
as security stands to the extent of the debt secured, upon the same 
footing as a purchaser.” 

The undisputed evidence in this case showed that the checks in 
question were deposited to the customer’s general account and it was 
permitted to draw against them on the same day and did in fact draw 
all but $66.44 out of the account after the checks had been credited to it; 
that this was four days before payment was attempted to be stopped on 
the check, that it was the general practice of the bank to give 
immediate credit on such deposits “on most of our accounts with regular 
customers,” and that it had been the custom to do so in connection with 
the account of J. C. Andrews Motor Company and such credit was 
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actually given pursuant to that custom. The evidence accordingly 
demands a finding that the bank was a holder in due course for value of 
the checks in question, and the trial court did not err in directing a 
verdict in its favor. 

2. The remaining special grounds deal with (1) exclusion of a 
telephone conversation between Pike and the president of the plaintiff 
bank in which the latter stated he was trying to help the depositor, 
Andrews Motor Company; (b) a telephone conversation between the 
defendant and one Waldrep, owner of Dixie Auto Auction, the payee 
of the check, requesting the defendant to stop payment thereon, and 
(c) evidence that People’s Loan & Finance Company had an outstanding 
lien on the vehicles, a fact which would, as between the parties to the 
sale, have gone to show failure of consideration. None of this testimony 
would, if admitted, have affected the result of this case. Whether the 
bank was or was not interested in helping its depositor would not estop 
the bank, after allowing Andrews Motor Company to draw out the 
proceeds of the checks, from asserting its position that it was a holder in 
due course, and the remaining testimony would only be admissible if 
the bank did not occupy this status. 

The trial court did not err in directing a verdict in favor of the 
plaintiff. 


Judgment affirmed. 
GARDNER, P. J., and CARLISLE, J., concur. 


NEW BOOK ON COMMERCIAL LAW PUBLISHED 


Professor Frederick A. Whitney who has taught law at St. 
Johns University has recently written a comprehensive text on 
the subject of commercial law. It is a book written ostensibly 
for law students and lawyers and yet it has been recommended 
as an invaluable tool for commercial bankers and financial 
executives not only because of the range of subjects in the field 
of commercial law but also because of its treatment of 
the Uniform Commercial Code. Law of Modern Commercial 
Practices by Frederick A. Whitney. Mt. Kisco, New York, 
Baker, Voorhis and Co. 1,200 pages. $25. 
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Sureties May Not Recover Progress Payments 
Made to Assignee Bank by Contractor 


A bank loaned money to a contracting corporation which 
assigned the proceeds of a government contract to the bank 
under the Assignment of Claims Act. Notice of the assignment 
was given to the government and to the contractor's sureties. 
Various progress payments were made to the bank by the govern- 
ment and then the contractor defaulted under the contract. The 
sureties were required to pay the government $5900 for its costs 
and to pay suppliers of labor and material some $109,000 which 
the contractor had left unpaid. In a suit between the sureties 
and the bank, the sureties claimed that they were entitled to 
recover the progress payments from the bank on the ground 
that they should receive all the proceeds paid under the contract. 

The court ruled in favor of the bank. As to the sum paid 
by the sureties to the government, the sureties could not re- 
cover this amount from the bank because they derived their 
rights to the proceeds of the contract only by way of subroga- 
tion to the rights of another in such proceeds and the govern- 
ment, under the Assignment of Claims Act, had no rights to 
recover the payments made to the bank. Further, regarding the 
amount paid by the sureties to the suppliers of labor and mate- 
rial, the court ruled again that the sureties derived rights only 
by way of subrogation to others and the laborers and material- 
men had no right to recover the part payments from the bank. 
Their rights were only against the contractor but they had no 
right to the proceeds of the contract itself. American Fidelity 
Company et al. v. National City Bank of Evansville, United 
States Court of Appeal, District of Columbia Circuit, 266 F.2d 
910. The opinion of the court is as follows: 


WILBUR K. MILLER, C.J.—The principal question presented here 
may be stated thus: When a contractor borrows money from a bank 
and as security therefor legally assigns the proceeds of its Government 
construction contract and the bank as assignee receives progress pay- 
ments thereunder, may the sureties on the contractor's performance and 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 1486. 
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payment bonds recover such payments from the bank to reimburse 
them for sums paid by them because the contractor defaulted after the 
bank had collected the progress payments? 

Other questions are whether the proceeds of the bank loans of the 
contractor in this case were diverted from the performance of the 
contract and, if so, whether the diversion caused the bank to lose its 
right, if any, to retain the payments which as assignee it received from 
the Government. These and additional minor questions arise from 
the facts now stated. 

The Regent Contracting Company, a corporation, entered into a 
contract with the United States January 15, 1954,’ to construct a steam 
generating plant at Oceana, Virginia, for a consideration finally fixed 
at $350,423.2 Pursuant to 40 U.S.C.A. § 270a, it executed performance 
and payment bonds in the penal sums of $338,000 and $169,000 respec- 
tively. American Fidelity Company and New Hampshire Fire Insurance 
Company became sureties on these obligations. 

On February 12 the corporation, joined by its three stockholders, 
executed a loan agreement to The National City Bank of Evansville. 
It represented that it would use the proceeds of loans in the performance 
of the Government contract mentioned above, that it was ready, willing 
and able to assign to the bank as security all payments to become due 
under the contract, and that it would obtain a subordination agreement 
from the sureties.* On the same day, the bank lent the corporation 
$75,000 and took from it an assignment of the payments on the contract 
as authorized by the Assignment of Claims Act, 31 U.S.C.A. § 203 and 41 
U.S.C.A. § 15. Notice of the assignment was given by the bank March 16 
to the Government and the sureties. The latter acknowledged receipt 
of notice “without prejudice to any and all rights and with reservation 
thereof.” On April 27 the bank made the corporation an additional 
loan of $84,000. 

The United States made three progress payments to the assignee 
bank: $34,461.90 on March 31; $23,022.54 on May 21; and $87,854.90 on 
July 2. Of these payments the first two were by agreement credited to 
the Regent partnership, and the third was applied to the corporation’s 
notes. There was also credited on the corporation’s notes, by agreement 
of the partnership, the sum of $31,614.48 paid by the Government on 
account of a construction contract being performed by the partnership.‘ 

On April 27, the same day the bank made the $84,000 loan, American 


1 All dates herein mentioned are in the year 1954 except when indicated otherwise. 
2 Three individuals, who as partners doing business under the name of Regent Con- 
tracting Company were performing other construction projects for the Government 
aggregating $2,970,000, apparently organized the corporation of the same name to 
enter into the steam generating plant contract. They were the officers and sole 
directors and stockholders of the corporation. It had no other contract. 

3 A subordination agreement was never obtained. 

4 This was not the steam generating plant contract. 
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Fidelity’s Washington attorney addressed a letter to the bank, advising 
that indebtedness had accrued for labor and material which it expected 
to be called on to pay, and claiming “equitable rights in the contract 
proceeds superior to the assignment which has been given to you by 
the contractor.”5 

The United States, because of the corporation’s default, terminated 
the contract July 22. At that time the Government had already made 
the three progress payments to the appellee bank mentioned above, 
and had retained $10,593.26 pending satisfactory completion; and the 
corporation had performed work worth $13,520 for which no payment 
had been made. Following default, the United States had the work 
completed by another at a cost, which, after the application of the 
retained percentages and the value of the work not theretofore paid 
for, amounted to $5,916.34 more than the contract price, which the 
sureties paid. They also paid under the payment bond $109,529.81 to 
suppliers of labor and material whom the contractor left unpaid; these 
payments were made by the sureties some time after the Government 
had paid to the assignee bank the three sums which are in controversy 
here. 

May 11, 1954, the sureties sued in the United States District Court 
for Maryland, asking exoneration, the appointment of a receiver for the 
Regent corporation, and other equitable relief. Some months later they 
filed a supplemental complaint seeking judgment for the amounts they 
had paid to suppliers of labor and material. On October 18, 1955, they 
were awarded judgment on that score in the sum of $109,529.81 against 
the Regent corporation. 

In April, 1955, the bank sued the sureties in the United States District 
Court for the District of Columbia demanding an accounting and seeking 
to recover the amounts due the corporation at termination, because 
the Government’s retention of those sums had relieved the sureties of 
liability therefor. On July 1, 1955, the sureties counterclaimed against 
the bank, praying that (a) an equitable lien in the amount of $109,529.81 
be declared in their favor against all proceeds of the contract received by 
the bank; (b) the bank be ordered to make an accounting; and (c) 
they have judgment against the bank for $95,319.34, with interest and 
costs.® 

The sureties had sued the bank in May, 1955, in the United States 
District Court for the Southern District of Indiana seeking to recover 
the three progress payments it had collected. This action was transferred 
to the District of Columbia and was consolidated with the action by 


5 Of course the letter was not received by the bank at Evansville, Indiana, until a 
day or two after it had made the loan of $84,000. 

6 In their pre-trial statement the sureties said they paid to laborers and materialmen 
$110,529.81 under the payment bond; and $5,916.34 to the United States for excess 
cost of completion under the performance bond. 
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the bank in which the sureties had filed a counterclaim, the parties 
agreeing that the issues in the counterclaim were the same as those in the 
Indiana action. 

Finally in the consolidated cases, the bank’s complaint against the 
sureties and their counterclaim against the bank were dismissed by the 
District Court. Judgment for $89,530.52 with interest accrued to 
December 18, 1957, in the sum of $17,218.85, was awarded to the bank 
against the Regent Contracting Company, Inc. The sureties appeal. 
They say the District Court erred in concluding as a matter of law 
that they could not recover from the bank the three progress payments 
made to it by the Government under the assignment. They say 
further the District Court erred in failing to hold that the three progress 
payments were received by the bank impressed with an equitable lien 
or trust in their favor to the extent they had been forced to pay under 
the bonds. 

When a surety on a Government contractor’s performance bond 
makes a payment thereunder to or for the United States, he is sub- 
rogated to the rights of the Government as to any funds due or to become 
due under the contract. This subrogation, sometimes called an “equit- 
able lien,”’ relates back to the date of the bond, and is therefore superior 
to any conflicting claim thereafter asserted by another. In like manner 
when a Government contractor's surety on a payment bord makes a 
payment thereunder to suppliers of labor or material, he is subrogated 
to the rights and preferences of such suppliers as to sums due or to 
become due under the contract; and again the subrogation relates back 
to the date of the bond. 

Thus it is seen that a surety has the right to be subrogated, as of the 
date of his bond, to the rights and preferences of anyone to or for whom 
he is thereafter required to pay. This right is potential only until the 
contractor's default causes the surety to pay. It is a shadowy thing 
until it is given substance by the occurrence of a loss to the surety; 
theretofore a mere right to subrogation, it then becomes an actuality. 
And the law gives the surety the added advantage of having subrogation 
effective as of the date of his original undertaking. 

The general principles set forth in the preceding paragraphs may 
be gleaned from the following cases: Prairie State Nat. Bank of Chicago 
v. United States, 1896, 164 U.S. 227, 17 S.Ct. 142, 41 L.Ed. 412; 
Henningsen v. United States Fidelity & Guaranty Co., 1908, 208 U.S. 404, 
28 S.Ct. 389, 52 L.Ed. 547; United States v. Munsey Trust Co., 1947, 


7 Cf., e. g., Moran v. Guardian Casualty Co., 1935, 64 App.D.C. 188, 189, 76 F.2d 
438, 439, where it was held that a bank advancing money to a Government contractor 
is presumed to act with full knowledge of the rights of the surety, which “include a 
lien in favor of the surety from the date of the execution of the bond, for the surety 
by the terms of the bond is bound to the payment of all claims growing out of the 
performance of the contract and this, of itself, creates the equitable right of subroga- 
tion.” (Emphasis supplied. ) 
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$32 U.S. 234, 67 S.Ct. 1599, 91 L.Ed. 2022; Richards Brick Co. v. Roth- 
well, 1901, 18 App.D.C. 516; Lyttle v. National Surety Co., 1915, 43 
App.D.C. 186; Exchange State Bank v. Federal Surety Co., 8 Cir., 1928, 
28 F.2d 485; Kane v. First Nat. Bank, 5 Cir., 56 F.2d 534, 85 A.L.R. 362, 
certiorari denied sub nom Kane v. Pottorff, 1982, 287 U.S. 603, 53 
S.Ct. 8, 77 L.Ed. 524; Moran v. Guardian Casualty Co., 1935, 64 App.D.C. 
188, 76 F.2d 488; Morganthau v. Fidelity & Deposit Co. of Md., 1937, 
68 App.D.C. 163, 94 F.2d 632; California Bank v. United States Fidelity 
& Guaranty Co., 9 Cir., 1942, 129 F.2d 751; Bank of Arizona v. National 
Surety Corp., 9 Cir., 1956, 237 F.2d 90; Royal Indemnity Co. v. United 
States, 1950, 93 F.Supp. 891, 117 Ct.Cl. 736; National Surety Corp. v. 
United States, 1955, 183 F.Supp. 381, 182 Ct.Cl. 724; United States 
Casualty Co. v. First Nat. Bank, D.C.M.D.Ga.1957, 157 F.Supp. 789. 


It should be noted that, under the principles just stated, a surety is 
subrogated to another’s right to funds still in the hands of the Govern- 
ment or which it has the right to recover. It remains to determine 
whether, in the circumstances of this case, the sureties may recover from 
the bank the payments which as assignee it had been paid by the 
Government before the contractor’s default, that is to say, money no 
longer in the hands of the United States. 


In oral argument, the sureties said they were not basing their claim 
to the progress payments upon the doctrine of subrogation, but upon 
their equitable lien. We have already indicated, however, that what 
some courts have called the equitable lien of a surety is nothing more than 
a right to be subrogated, to the extent of his payments, to the rights of the 
contractor, or to the rights of the Government or other persons to whom 
he made payments. It becomes essential then to ascertain whether the 
contractor, the Government, or the mechanics and materialmen, had 
any right to recover the progress payments from the bank, to which 
right the sureties could be and were subrogated. 

It goes without saying that the contractor, who had for a full con- 
sideration assigned to the bank the progress payments here involved, 
could not recover them from its assignee, so subrogation to the contractor 
would avail the sureties nothing, and is not claimed by them. 

With respect to their payment of $5,916.34 to the United States 
under the performance bond, the sureties are in a different position than 
that they occupy because of their payment of $109,529.81 to suppliers 
of labor and material under the payment bond. This is so because the 
rights to which they were subrogated differed in nature. As to the 
payment under the performance bond, the sureties were subrogated to 
the rights of the United States. It follows that the sureties cannot 
recover their loss from the assignee bank unless the United States had 
had the right to recover the progress payments it had made to the bank 
under the assignment. Whether the Government had such right depends 
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on the validity, nature and result of the assignment, and the effect of 
payments thereunder. 

Under the Anti-assignment Acts as they were before the 1940 
amendments,® a contractor could not validly assign the payments to 
become due to him under a Government contract. As a result, many 
contractors had difficulty in financing their operations; often they could 
not obtain advances from banks because they could not secure them 
by lawfully and effectively assigning the payments to be received under 
the contracts. 

In order to obviate this difficulty and so to assist in the national 
defense program, the Congress enacted what is known as the Assign- 
ment of Claims Act of 1940, 54 Stat. 1029, which added to §§ 3477 and 
8737 of the Revised Statutes the following paragraph: 


“The provisions of the preceding paragraph shall not apply 
in any case in which the moneys due or to become due from the 
United States or from any agency or department thereof, under 
a contract providing for payments aggregating $1,000 or more, 
are assigned to a bank, trust company, or other financing in- 
stitution, including any Federal lending agency: [with additional 
provisions not relevant here.]” 


But the Comptroller General interpreted the Act narrowly and began 
to rule that payments made to assignees could be recovered by the 
Government® when the assignor was liable to it under or apart from the 
assigned contract. This again hampered contractors in their financing, 
so the Congress on May 15, 1951, 65 Stat. 41, amended the Assignment 
of Claims Act of 1940%° by striking out some of the provisos and adding 
provisions which include the following: 


“Notwithstanding any law to the contrary governing the 
validity of assignments, any assignment pursuant to the Assign- 
ment of Claims Act of 1940, as amended, shall constitute a valid 


assignment for all purposes. 

“In any case in which moneys due or to become due under 
any contract are or have been assigned pursuant to this section, 
no liability of any nature of the assignor to the United States or 
any department or agency thereof, whether arising from or in- 
dependently of such contract, shall create or impose any liability 


8 Sections 3477 and 3737 of the Revised Statutes. 


9 And hence by a surety who had been forced to pay to or for the United States. 
Thus, in effect, an assignee bank became surety for the surety to the extent of its 
collections. 

10 Sections 3477 and 3737 of the Revised Statutes, as amended by the Assignment 
of Claims Act of 1940 and the 1951 amendment thereto, are now codified as $1 
U.S.C.A. § 203 and 41 U.S.C.A. § 15, respectively. 
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on the part of the assignee to make restitution, refund, or repay- 
ment to the United States of any amount heretofore since July 1, 
1950, or hereafter received under the assignment.” 


Because of the 1951 amendment to the Assignment of Claims Act, 
the United States could not recover from the assignee bank the progress 
payments once it had made them, except for fraud. Even if the pay- 
ments were erroneously made, the Government could not recover them 
from the assignee. United States v. Hadden, 6 Cir., 1951, 192 F.2d 327. 
The surety cannot, therefore, recover from the bank the sum it was 
required to pay under the performance bond, unless the progress pay- 
ments to the assignee had been induced by fraud. That there was no 
fraud is held hereinafter. 

With respect to payments made by them under the payment bond, 
the sureties were subrogated to the rights of the laborers and material- 
men whom they paid. But the only rights those persons had were to 
proceed against the contractor and the surety on the payment bond 
which the Government had gratuitously required for their protection. 
They had no right against the United States, which had not agreed to 
pay them and was under no duty to do so. United States v. Munsey 
Trust Co., 1947, 382 U.S. 234, 241-242, 67 S.Ct. 1599, 91 L.Ed. 2022. 
So the sureties obtained nothing by subrogation to the rights of laborers 
and materialmen except the right to proceed against the contractor. This 
they did in the Maryland federal court, as we have seen. It is apparent 
that the mechanics and materialmen never had any legal or equitable 
rights to the proceeds of the contract and so had no right to recover the 
progress payments from the assignee bank. Bowers v. Town of Martins- 
ville, 1981, 156 Va. 497, 159 S.E. 196, 200; United States v. Munsey 
Trust Co., supra; California Bank v. United States Fidelity & Guaranty 
Co., 9 Cir., 1942, 129 F.2d 751, 758. This is not a case involving the 
“peculiarly equitable claim” of mechanics and materialmen for prefer- 
ence in the order of payment from contract proceeds held by the United 
States as stakeholder. United States v. Munsey Trust Co., 332 U.S. at 
page 240, 67 S.Ct. at page 1602. 

Since neither the Government, the contractor, nor those who had 
furnished labor and material could recover from the bank the payments 
made to it under the assignment, there was no right to or claim against 
those payments to which the sureties could be subrogated when they 
responded to the obligations they had undertaken in their bonds. 

The sureties say the bank was required to see that the proceeds of 
its loans went toward performing the contract; that the bank itself 
diverted the loan proceeds by crediting them, not to the borrowing 
corporation, but to a partnership of the same name; and that the bank 
failed to prove that the partnership used the money in the performance 
of the corporation’s contract. From this the sureties apparently reason 





988 THE BANKING LAW JOURNAL 


the bank lost any absolute right it might otherwise have had to retain 
the Government payments made to it as assignee. 

As we have shown, the Regent corporation was owned by three 
stockholders who, as partners doing business as the Regent Contracting 
Company, were then engaged in performing Government contracts 
other than that held by the corporation. At the latter’s request, the 
bank credited the proceeds of the loans in question to the partnership. 
With respect to this arrangement, the District Court found: 


“14. While corporation and partnership funds were deposited 
in a single bank account, insofar as plaintiff bank was concerned, 
separate books of account were maintained by the corporation 
and the partnership from which audits were made and received 
in evidence. Allocation of overhead items as between the cor- 
poration and the partnership were made under the supervision 
of a certified public accountant who audited the corporation and 
partnership affairs monthly.” 


We are not impressed by the argument that this was a significant 
diversion. It was as though the bank had credited the loan proceeds 
to the corporation which then turned the money over to the partnership 
for convenience in administration. The corporation’s request that 
this be done was tantamount to drawing a check to the partnership for 
the loan proceeds. 

But, the sureties say, it was not proved that the partnership devoted 
the proceeds to the performance of the corporation’s contract. The 
short answer is that the bank as assignee was not required to look to 
the application of the loan proceeds. Central Bank v. United States, 
1953, 345 U.S. 639, 73 S.Ct. 917, 97 L.Ed. 1312. Until default occurred 
the bank had a right to trust the contractor, just as the sureties did. The 
latter could have, but did not, require joint control. 

The bank did show, however, that the partnership, whose members 
were personally liable for the corporation’s notes, made substantial 
payments in the performance of the corporation’s contract. In this 
regard the trial court found: 


“27. There is evidence that payments were made by the 
partnership on behalf of the corporation for some of the labor and 
material used in the performance of the corporation’s contract. 
The evidence with respect to such payments was not sufficiently 
definite or satisfactory to support a determination as to their total 
amount. .. .” 


Moreover, we observe that on one occasion the partnership paid from, 
its own funds the sum of $31,614.48 on the corporation’s notes. 
The sureties’ charge that the bank wrongfully diverted the money to 
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the partnership which did not devote it to the corporation’s contract was, 
essentially, a charge of fraud. It was incumbent upon the sureties to 
sustain that allegation by proof that the partnership did not use the 
money for the intended purpose. Coconut Grove Exchange Bank v. New 
Amsterdam Casualty Co., 5 Cir., 1945, 149 F.2d 73. They did not do so. 

Cases cited by the appellants, such as Henningsen v. United States 
Fidelity & Guaranty Co., 1908, 208 U.S. 404, 28 S.Ct. 389, 52 L.Ed. 547; 
Martin v. National Surety Co., 1934, 300 U.S. 588, 57 S.Ct. 531, 81 L.Ed. 
822; Richards Brick Co. v. Rothwell, 1901, 18 App.D.C. 516; Moran v. 
Guardian Casualty Co., supra; Town of River Junction, Fla. v. Maryland 
Casualty Co., 5 Cir., 1943, 183 F.2d 57; Royal Indemnity Co. v. United 
States, 1950, 98 F.Supp., 891, 117 Ct.Cl. 736; National Surety Corp. v. 
United States, 1955, 183 F.Supp. 381, 182 Ct.Cl. 724; either arose before 
the enactment of the Assignment of Claims Act of 1940, as amended, or 
had to do with situations in which the dispute concerned moneys still 
in the hands of the United States. 

Other cases factually more similar to this one, such as McKenzie v. 
Irving Trust Co., 1945, 323 U.S. 365, 65 S.Ct. 405, 89 L.Ed. 305; Kane 
v. First Nat. Bank, 5 Cir., 56 F.2d 534, certiorari denied sub nom Kane 
v. Pottorff, 1932, 287 U.S. 603, 53 S.Ct. 8, 77 L.Ed. 524; General Casualty 
Co. of America v. Second Nat. Bank, 5 Cir., 1949, 178 F.2d 679; Bank of 
Arizona v. National Surety Corp., 9 Cir., 1956, 237 F.2d 90; United 
States Casualty Co. v. First Nat. Bank, D.C.M.D.Ga.1957, 157 F.Supp. 
789, and others heretofore cited in this opinion, amply support our con- 
clusions. 


We hold the cases were correctly decided by the District Court. 
Affirmed. 


BOOKLET REGARDING SPHERES OF LAWYERS 
AND TRUST INSTITUTIONS 


The American Bankers Association has prepared a 40-page 
booklet entitled “The Respective Spheres of Lawyers and Trust 
Institutions.” 
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Extension of Credit Ruled Not Covered by 
Pennsylvania Usury Laws 


Washington Lumber Company had an agreement with 
Barco whereby the latter was to purchase deferred payment 
sales contracts from Washington. The plaintiffs bought certain 
building materials from Washington under such a deferred pay- 
ment agreement which was secured by the plaintiffs’ bond and 
mortgage. The contract was purchased by Barco and the bond 
and mortgage were pledged by Barco in support of a loan from 
defendant bank. 


After making certain payments on the contract the plaintiffs 
sought to discharge their obligation by making a lump sum 
payment of an amount less than called for under the terms of 
the agreement. When the bank refused to accept such payment, 
the plaintiffs brought suit to have the bond and mortgage dis- 
charged by the court on the ground that the bank had acquired 
them from a party, i.e. Barco, who had made a usurious loan 


to the plaintiffs. 


The court ruled in favor of the bank. It reasoned that 
even though the “loan” had been made to the plaintiffs by 
Barco and therefore was not an extension of credit by Washing- 
ton, the seller, the purchase and the “loan” were in fact all one 
transaction and constituted an extension of credit to which the 
usury laws of Pennsylvania do not apply. The court pointed 
out that it was clear that the plaintiffs were primarily purchasing 
property and only secondarily borrowing money and that the 
Pennsylvania legislature had not intended the usury statute to 
apply to the extension of credit in connection with such bona 
fide purchases. Langille v. Central-Penn National Bank of 
Philadelphia, Court of Chancery of Delaware, 153 A.2d 211. The 
opinion of the court is as follows: 


SEITZ, C.—The plaintiffs seek to have discharged a bond and mort- 
gage executed by the plaintiffs and held by the defendant, Bank, on the 
ground that the party through whom the defendant acquired the bond 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 1565. 
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and mortgage in effect made a usurious loan. The defendant has moved 
for summary judgment and this is the decision thereon. 

No material facts are in dispute. On May 29, 1953, Washington 
Lumber and Millwork Co. (“Washington”) and Barco, Inc. (“Barco”) 
made an agreement whereby Washington was to sell and Barco to buy 
all of Washington’s deferred payment sales contracts of the type involved 
in this case. Barco was given an option to reject any contract if it did not 
approve the creditor as a purchase risk. In case of default by a creditor, 
Barco had full recourse to Washington. 


On August 18, 1954, plaintiffs signed a contract with Washington to 
to purchase certain building materials used to erect a pre-fabricated house. 
At the time both plaintiffs and Washington were “citizens” of Pennsyl- 
vania and the contract was executed there. The invoice, drawn the same 
day by Washington, indicated that the price was to be $3,990. The 
contract, however, called for payment of $6,191.80 as a deferred pay- 
ment price. Plaintiffs further agreed to give a bond and mortgage to 
secure the deferred payment purchase price. At the same time, plain- 
tiffs signed an application for deferred payment purchase. The agree- 
ment provided that if this application should be rejected, the agreement 
would be null and void. 

On September 1, 1954, Washington forwarded the agreement to 
Barco. On October 27, 1954, Barco applied to defendant, Bank, for a 
loan, security to include plaintiffs’ bond and mortgage. Sometime before 
January 12, 1955, the amount of the loan was agreed upon. 

On December 10, 1954, Barco had notified plaintiffs that it approved 
plaintiffs’ application for deferred payment purchase. On January 12, 
1955, plaintiffs executed their bond and mortgage to Barco, which bond 
and mortgage were assigned by Barco the same day to defendant as 
security for loans made by defendant to Barco. 

Plaintiffs paid a $100 deposit and 22 monthly installments of $72.53 
each. Plaintiffs now seek to discharge the bond and mortgage by a 
present payment of $2,900 on the theory that the transaction giving rise 
to the bond and mortgage was in fact a usurious loan by Barco to the 
plaintiffs. It is agreed that if the transaction comes within the statute 
the rate of interest exceeded that which the statute permits. It is further 
agreed, for present purposes, that the defendant, Bank, holds subject to 
the same infirmity. 

Since plaintiffs do not argue to the contrary, I shall assume that 
Pennsylvania law governs. What about the Pennsylvania case law? 

The Pennsylvania cases cited by the defendant are not precisely in 
point. Equitable Credit & Discount Co. v. Geier, 342 Pa. 445, 21 A.2d 
58 and Melnicoff v. Huber Investment Co., 12 Pa. Dist. & Co. R. 405, 
state that the financing of sales of merchandise by the extensions of credit 
is not subject to the prohibition against usury. But whether the case 
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before the court involves the extension of credit or some other kind of 
non-usurious loan rather than a usurious loan is the very question to 


be decided. 


In Lansdowne Finance Co. v. Prusky, 120 Pa.Super. 555, 182 A. 794, 
there was no prior agreement between the vendor and the finance com- 
pany that the latter would accept an assignment of the credit contract. In 
the present case the May 29, 1953, agreement between Washington and 
Barco is the basis of the plaintiffs’ usurious loan theory. 


In Personal Discount Co. v. Lincoln Tire Co., 1949, 67 Pa. Dist. & 
Co. R., 35, where the finance company sued the lessor on the finance com- 
pany’s right of recourse, the defense of usury was disallowed on the 
grounds that as between the lessor and the lessee, there was a bona 
fide credit transaction and as between the finance company and the lessor, 
there was a legitimate sale of negotiable instruments. The relationship 
between the finance company and lessee was not discussed. Moreover, 
it is not quite clear that the agreement between the finance company 
and the lessor predated the execution of the lessee’s notes and bailment 
leases. 


In Hare v. General Contract Purchase Corp., 220 Ark. 601, 249 
S.W.2d 978 cited by the plaintiff, the Arkansas court first felt obliged 
by precedent to uphold a transaction as not being covered by the usury 
provision of the State Constitution. However, the court issued a “caveat” 
to the effect that in the future it would submit to the jury the bona fides 
of an apparent credit transaction where the seller had some assurances 
that he could discount the paper with some finance company. The 
Arkansas court stated that the basis of its caveat was the mandate 
of the Arkansas Constitution. No such mandate exists in Pennsylvania. 
Nor do the Pennsylvania cases appear to adopt the “factual issue” 
approach of the Arkansas court. 


During oral argument the Georgia case of Jackson v. Commercial 
Credit Corp., 90 Ga.App. 352, 83 S.E.2d 76 was cited. The formal 
transaction in the Jackson case is similar to that in the case at bar. 
However, in that case the Georgia court found that a cause of action 
was stated on the basis of the allegation that an oral agreement to pay 
interest was made between the finance company and the vendee and that 
a conditional sales contract was subsequently and only incidentally 
executed as a cloak for the usurious loan. The facts here do not permit 
a similar evaluation. 


Historically, the prohibition against usury has been to protect those 
who are forced by adversity to borrow and/or to obtain extensions of 
time for payment of obligations already incurred. An exception to the 
prohibition against usury is made for the credit transaction for three 
reasons: First, the policy that a man should be able to sell what is his 
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for what he can get for it; second, the fact that those purchasing goods 
are less likely to be doing so because of adverse circumstances than those 
borrowing money or attempting to obtain a time extension; and third, 
the recognition of the need for credit in an expanding economy. 


Passing over the first two reasons, it seems clear that the Pennsyl- 
vania court has not looked upon the so-called credit transaction with 
disfavor. But plaintiffs say the court is not here dealing with a credit 
transaction because Washington knew by virtue of its contract with 
Barco that Barco would purchase Washington’s credit contracts. In 
effect plaintiffs say that Washington did not extend credit. Plaintiffs 
further say that Barco did not extend credit, since credit can be extended 
only by the seller of goods; and it is agreed that Barco is not the seller. 
In these assertions plaintiffs are correct. But the fact that the transaction 
involved a “loan” by Barco rather than the extension of “credit” by 
Washington or Barco does not necessarily bring the transaction within 
the usury statute. 


Every credit transaction partakes of a loan, a loan by the seller to the 
buyer. Therefore, it is impossible to distinguish “loan” from credit per 
se. Where violation of a usury statute is alleged, semantics must give 
way to substance; and the question must always be whether the trans- 
action in question was the kind of transaction which it was the intention 
of the legislature to prevent, i.e., was the “loan” a loan within the meaning 
to the statute. See Dunn v. Midland Loan Finance Corp., 206 Minn. 
550, 289 N.W. 411. Frequently the issue is formulated in terms of 
“credit” versus “cash” sale. Compare Commercial Credit Co. v. Tar- 
water, 215 Ala. 128, 110 So. 39, 48 A.L.R. 1442. In either case the 
real issue is the same. 


I do not believe that it was the intention of the Pennsylvania Legis- 
lature, in passing the Pennsylvania usury statute, to prevent loans carry- 
ing an interest rate in excess of 6% if the loans were directly connected, 
in a single transaction, with the bona fide purchase of property. There 
are at least two types of such loans. First, loans by the seller to the 
buyer, which, in the commercial world, are called “credit”. Second, 
loans by a third party to the buyer which are not “credit” but which also 
are not within the prohibitions of the usury statute, since they are, in 
the contemplation of the parties, part of a single transaction. 


It is clear that the plaintiffs were primarily purchasing property and 
only secondarily borrowing money. The “loan” therefore is not within the 
statutory prohibition against usury. 


Other arguments advanced by plaintiffs have been considered and 
found to be without merit. Defendant's motion for summary judgment 
is granted. 


Present order on notice. 








BANKING BRIEFS 


Digest of current decisions and reports 
in the field of commercial banking 





Waiver of Mortgage Prepayment 


First National Bank & Trust Company of Oklahoma City v. First National Bank at 
Ardmore, Supreme Court of Oklahoma, 335 P. 2d 900 

Notwithstanding the fact that prepayment is waived the mortgagee 
will not ordinarily be presumed to have waived his mortgage if he is 
still looking to the purchaser for payment of his mortgage and the pur- 
chaser has agreed as a condition to the sale that he will make payment 
direct to the mortgagee. But if in such case the mortgagee knows that 
the goods are being purchased for resale on the open market, and he 
places no restriction on the liberty of the purchaser to sell, he will be 
deemed to have waived his mortgage by consenting to such sale in the 
first instance, and a subsequent purchaser in the ordinary course of trade 
will take title free of the mortgage, even though he has knowledge of 
same. For similar decisions see B.L.J. Digest (Fifth Edition) § 867. 


Accommodation Maker Liable on Check 


Sun Oil Company v. Redd Auto Sales, Inc., Supreme Judicial Court of Massachusetts, 
159 N.E. 2d II! 

Where the payee of a check upon which payment had been stopped 
brought suit against the maker the court ruled that the maker, a cor- 
poration, was an accommodation party and that the act of its principal 
officer in signing the check but leaving it in other respects blank for the 
accommodated party to fill in was not outside the powers of the cor- 
poration. For similar decisions see B.L.J. Digest (Fifth Edition) § 368. 


County Not Entitled to Bank Liquidating Dividend 
Rundquist v. J. A. O'Leary, et al., Supreme Court of Kansas, 337 P. 2d 1017 


Where a county treasurer made a deposit in a state bank which 
secured the deposit by depositing in another bank securities equal to 70% 
of the county’s deposit, the county was not entitled to a liquidating divid- 
end of the defunct depository bank in an amount of 30% in addition to 
the 70% it was entitled to by virtue of its security interest. For similar 
decisions see B.L.J. Digest (Fifth Edition) § 145. 
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Estates Entitled to Government Savings Bonds Despite Donor’s 
Alleged Intent 


Wright v. McMullan, Supreme Court of North Carolina, 107 S.E. 2d 98 


Despite the intention of a father not to make a gift of United States 
Savings Bonds, Series E to his sons when he purchased the bonds from 
the federal government and had them registered in the sons’ names, the 
sons became the owners of the bonds and their estates were entitled to 
take possession of them after the sons’ deaths. This is so because at the 
time the bonds were registered in the sons’ names the government became 
obligated to them as owners by its contract with the father. For similar 
decisions see B.L.J. Digest (Fifth Edition) § 214.1. 


Bank Relieved of Liability on Erroneously Certified Check 


Freistat v. Industrial Bank of Commerce, Supreme Court of New York, Appellate Term, 
186 N.Y.S. 2d 768 
A New York court has ruled that where a bank by the erroneous act 
of its teller certifies a check, it may be relieved of liability on the check 
if the payee has not suffered damage or changed position in reliance 
thereon. For similar decisions see B.L.J. Digest (Fifth Edition) § 261. 











BANKING LEGISLATIVE 
TRENDS IN THE STATES 





New legislative and regulatory developments affecting small loan 
and finance companies, credit insurance, banking and related fields, as 
reported from state capitals and municipalities throughout the nation, 
include the following: 


ALABAMA: A small loan regulatory bill was passed by the Alabama 
House of Representatives and sent to the State Senate in a form which 
would limit interest rates as follows: 

Four per cent a month on loans of $50 or less; 3 per cent monthly on 
loans between $50 and $100; 2 per cent on the next $200 of a loan; and 
1 per cent on the next $200. 

Under the measure, which was sponsored by Rep. Bob Gilchrist of 
Morgan following an interim study by a committee he headed, violators 
would face stiff penalties ranging to a maximum six months in jail and 
$500 fine. And, for overcharging a borrower, they could be made to 
forfeit the whole amount of the loan and interest. 

Credit insurance and all other charges would be banned by the bill. 
Present Alabama law limits interest to 8 per cent, but provides no penal- 
ties for violations. 

The Gilchrist bill, together with several other small loan regulatory 
proposals, were at this writing awaiting action by the State Senate bank- 
ing committee. 


MICHIGAN: A small loan regulatory bill, which would have 
doubled interest rates on loans in the $300-$500 area but lowered rates 
in other areas, died in the Michigan legislature. 

The measure, which also would have increased the small loan ceiling 
from $500 to $1,500 and made various other changes, had at one time 
passed both legislative branches and was sent to the governor. However, 
Senator Lewis G. Christman of Ann Arbor asked that the bill be returned 
from the governor's office—ostensibly to fix some provisions to meet the 
governor's objections. 

After lying on the Senate calendar for several weeks, the bill was 
returned to committee without dissent upon Christman’s motion. Christ- 
man later said the governor's office had originally objected to only one 
section of the bill, but later wanted to make other changes. He said that 
rather than give the governor a chance to veto the bill, he would move 
to bury it in committee. 


NEW YORK: State Superintendent of Banks G. Russell Clark said 
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BANKING LEGISLATIVE TRENDS 997 
the New York legislature can and should modernize the state banking 
law without waiting for Congress to resolve tax questions affecting the 
mutual thrift institutions. 

In addressing the annual convention in Lake Placid of the Savings 
Association League of New York State, Clark said many commercial 
bankers wanted the question of additional branches for savings banks 
and savings and loan associations decided only after the question of 
federal tax “equality” had been resolved. 

He declared that aside from the merits of the proposals to increase 
taxes on the mutuals, “our primary responsibility is not federal tax policy 
but rather is in providing the varieties and numbers of financial institu- 
tions which will serve the public interest within this state.” 


Although conceding that the relative tax status of the several in- 
stitutions “battling for the saver’s dollar” was an important consideration 
in appraising the overall competitive situation among financial institu- 
tions, Clark said the banking department would not approve the estab- 
lishment of new branches unless it was convinced that they would serve 
the public need and convenience and could reasonably be expected to 
operate successfully. 


He said present New York law granting branch privileges to state- 
chartered savings and loan associations was “unrealistic and must be 
changed.” State-chartered institutions, he added, should not operate 
under branch powers much more restrictive than those enjoyed by 
federally-chartered institutions. 


OHIO: A new Ohio law going into effect Jan. 1 will require the 
state superintendent of insurance to set maximum premium rates and 
establish regulations for credit life and credit accident and health 
insurance. 

Edward A. Stowell, state insurance superintendent, recalled that 
prior to 1957 there were no regulatory problems with credit life insur- 
ance in Ohio, because lenders absorbed the cost of the premiums and 
were interested in as low a rate as possible. In 1957, however, the law 
was changed to allow the cost of the insurance to be passed on to the 
debtor. Under the new law, patterned after recommendations of the 
National Association of Insurance Commissioners, the state superitendent 
can set maximum rates and approve contracts in the field. 

Stowell announced hearings would be held this fall on proposed 
regulations, one of which would require all dividends on the insurance 
policy to be used to reduce loan charges. 


PENNSYLVANIA: Banks are going into stiffer competition with 
small loan companies and savings and loan associations in Pennsylvania. 
Under previously enacted laws the banks now are offering credit 
accounts at 1 per cent per month interest on unpaid balances, compared 
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with a top of 3 per cent a month charged by finance companies. 

Additional legislation is on its way through the state legislature to 
ease bookkeeping and accounting problems for banks going into the 
small loan field. 

Under special credit accounts being offered by banks, a customer 
establishes credit with his bank up to a set amount, say $2,400. The 
bank then gives the borrower a special check book and he may write 
checks for $25 or more up to the $2,400 limit. He pays interest at 1 
per cent a month on the money he has used and the interest drops as he 
repays money into his account. 

A new bill putting banks into closer competition with savings and 
loan associations was given final passage by the Pennsylvania legislature 
and sent to the governor for signature. It gives banks the right to lend 
a higher percentage on mortgages to people who need money to buy or 
build homes. The measure applied to 248 state banks and seven mutual 
savings banks. 

It allows state commercial banks to lend up to 75 per cent of the 
purchase or construction cost of the property, with repayment over a 
20-year period. The limit heretofore has been 66 2/3 per cent, repay- 
able over 10 years. 

State banks thus will face only a 5 per cent disadvantage as compared 
to state-chartered savings and loan associations, which may lend 80 per 
cent; and a 15 per cent disadvantage compared to federal savings and 
loan associations, which may lend 90 per cent. 

Pennsylvania mutual savings banks, which have been limited to 66 2/3 
per cent amortized over 10 years, will be authorized by the new measure 
to lend up to 80 per cent, repayable over 25 years. This will put the 
mutuals on the same basis as state-chartered savings and loan firms and 
10 per cent below federal associations. 


TENNESSEE: In resigning as director of the small loans division 
of the Tennessee State Department of Insurance and Banking, Webber 
Earthman charged that “politics” had all but halted his investigation of 
abuses in the small loan field. He had headed the division since it was 
formed in 1957. 

Although saying he thought “the small loan sharks had been driven 
out of the temple” when the 1959 Tennessee legislature enacted a law 
to prohibit usurious rates on small loans, Earthman declared that some 
brokers are getting around the new law by requiring persons to whom 
they loan money to take out credit life insurance. 
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TRUST DECISIONS 


Digest of current decisions pertaining to the law of trusts, wills, 


estates, descent, distribution and corporate fiduciaries 





Resulting Trust Arises For Benefit of Heir When Trust Remainder 
Not Disposed of 


First National Bank of Brunswick v. Stewart, Georgia Supreme Court, June 5, 1959 


Testatrix left her residuary estate in trust for two minors “until the 
younger of said children reach the age of twenty-one (21) years.” The 
will did not make provision for disposition of the trust remainder after 
the children became 21. When testatrix died both beneficiaries were 
over 21. In a proceeding to determine who succeeded to testatrix’s 
residuary estate, Held: Since both beneficiaries were over 21 when 
testatrix died, the time for termination of the trust had already passed. 
The purpose of the trust ceased to exist and there were no longer any 
persons entitled to trust benefits. The uses of the trust failed entirely, 
and, under Georgia law, a resulting trust arose for the benefit of “the 
creator or testator or his heirs.” Accordingly, testatrix’s heir is entitled 
to have the residuary estate comprising the trust corpus conveyed to him. 


Forgiveness of Debts in Will Does Not Extend to Sums 
Advanced to Trusts 
In re Kelley, New York Surrogate's Court, Nassau County, 142 New York Law Journal 5 
(July 31, 1959) 

Decedent's will provided: “If at the time of my death there shall be 
any indebtedness owing to me from any member of my family . . . 
according to my books of account or otherwise, I hereby cancel and 
forgive the same in full and I direct that the same be cancelled on my 
books of account and other records.” During his life decedent created 
several trusts for the benefit of various members of his family and acted 
as trustee of such trusts. From time to time he advanced his personal 
money to the various trusts so that at his death the trusts owed him 
$118,000. Question arose whether decedent’s will forgave and cancelled 
the indebtedness of the trusts to decedent. Held: “The court construes 
. . . the will to apply to indebtedness of the members of the family 
individually only and said [will] does not cancel and forgive any in- 
debtedness due the decedent from the trusts in which he acted as 
trustee.” 
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Probate Court May Require a Bond in its Discretion 
Winters National Bank and Trust Company v. Ross, Ohio Supreme Court, June 17, 1959 tr 
Ww 


Testatrix’s will provided that the executor need not post a bond but J 


was silent about a bond for the named corporate testamentary trustee. 
The trustee sought court instructions as to whether it was required to 
post a bond, and the probate court directed the trustee to post a bond, 
On appeal, Held: Regardless of the statutory exemption relating to 
dispensing with the requirement of filing a bond, which is available to 
trust companies under certain conditions, the probate court is vested 
with discretionary power to require a bond if that court “is of the opinion 
that the interest of the trust demands it.” The exercise by the probate 
court of its discretionary power will not be upset by the higher court. 


A 
in 
be 
a 
, th 
Sale of Stock Must be Joined in by All Administrators of 
Opinion of North Carolina Attorney General, July 20, 1959 Efe 
One of two co-administrators of decedent’s estate was to be out of the ¥ 
state for an indefinite period. The remaining co-executor wished to as 
dispose of certain estate bank stock, but the bank did not wish to transfer | 
the stock without the signature of both administrators. The above 
Opinion states that the transfer or sale of corporate stock is not one of the 
acts which can be performed by less than all joint fiduciaries. The 
signatures of both co-administrators is necessary validly to transfer the 
bank stock in this instance. 
Ww 
Si 
Trustee’s Failure to Purchase Additional Stock Held a bse 
Breach of Trust i op 
Santarelli v. Katz, United States Court of Appeals, Seventh Circuit, July 2, 1959 th 
Settlor created a trust of stock in a family corporation. Trust corpus si 


consisted of an 8.2% equity interest in the corporation. Thereafter the by 
corporation issued additional stock. The trustee did not purchase any | be 
of the additional stock for the trust, but the trustee’s wife and family did | 
buy additional stock. A beneficiary of the trust brought an action against be 
the trustee for breach of trust, for an accounting and for return of trust | fo 
assets. Held: The trustee’s failure to purchase 8.2% of the additional ac 
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stock issue was a breach of trust. His failure to buy the stock for the 
trust resulted in a benefit to his wife and thus indirectly to himself. The 
wife of the trustee, in making the purchases of stock at less than book 
value, cannot be permitted to profit at the expense of the trust beneficiary. 


Savings Bonds Not Included in Purchaser's Estate 
Berman v. Fendel, Maine Supreme Judicial Court, January 19, 1959 


Nine savings bonds were found in testatrix’s sister’s safe deposit box. 
All were payable to testatrix or to a named second person. In a proceed- 
ing to determine whether the bonds were assets of testatrix’s estate or 
belonged to the persons named as co-owners, Held: The bonds are not 
a part of testatrix’s estate. Savings bonds constitute a contract between 
the testatrix-purchaser and the federal government, and the disposition 
of the bonds is governed by Treasury Regulations which have the effect of 
federal law. Under the applicable Treasury Regulation the surviving 
co-owner of a savings bond is, upon the death of the other co-owner, the 
sole and absolute owner. 


Death Of Income Recipient Who is Not Actual 
Beneficiary Does Not Terminate Trust 
Werbelovsky v. Manufacturers Trust Company, New York Supreme Court, Kings County, 
141 New York Law Journal 14 (June 16, 1959) 

Three brothers created a trust for the benefit of their incompetent 
sister, with remainder to her children at her death. Subsequently, the 
settlors executed a supplementary agreement providing that income 
payments from the trust should be made to the sister’s husband rather 
than to the incompetent sister herself. Her husband predeceased the 
sister and the sister’s child claimed the trust corpus on the ground that 
by virtue of the subsequent supplementary agreement the husband had 
become the income beneficiary of the trust and his death terminated the 
trust. Held: The trust was not terminated by the death of the husband 
because, although he was the income recipient, he was merely the conduit 
for the passage of trust income to his incompetent wife, who was the 
actual beneficiary. 














TRUST AND ESTATE 
TAX DECISIONS 


Digest of current decisions pertaining to the law of taxes 
on trusts, estates and gifts. 





Trustee Liable for Estate Taxes Although Estate Assets are Sufficient 
to Pay Deficiency 
First Western Bank and Trust Company v. Commissioner of Internal Revenue, Tax Court of 
the United States, July 31. 1959 

A trustee was advised that estate taxes had been paid and, accordingly, 
distributed trust corpus, which was includible in decedent's estate, to 
decedent's daughter as beneficiary of the trust. The trustee then closed its 
files on the trust. 13 months after distribution of trust corpus, the 
trustee received a statutory notice of deficiency for estate taxes due on 
decedent’s estate. The notice charged the trustee with liability for the 
taxes “as transferee and trustee.” At the time the action was brought 
against the trustee for the deficiency, decedent's estate had not been 
finally distributed and contained sufficient assets to meet the claimed 
deficiency. Held: The trustee is liable for the deficiency. At the time 
of decedent’s death, the trustee was trustee of a trust created by decedent, 
and it had in its posession property which had been included in deced- 
ent’s gross estate. The crucial time for determining liability is the date of 
decedent's death, not the date of recepit of the statutory notice of 
deficiency. 


Divorced Husband's Children by Preceding Marriage are Stepchildren 
and Class A Beneficiaries 


In the Matter of the Estate of Ehler, Washington Supreme Court, February 26, 1959 


Decedent had been married twice and divorced twice. Both her 
husbands had had children by a preceding marriage. Decedent be- 
queathed her estate to the children of her former husbands. Question 
arose whether the bequests were Class A bequests, which category 
includes bequests to stepchildren, or Class C bequests subject to higher 
inheritance tax. Held: The bequests are Class A bequests. A natural 
parent need not survive a stepparent in order for a bequest from the 
stepparent to the stepchildren to be denominated Class A. Since this 
rule “contemplate the survival of the stepparent—stepchild relationship 
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TAX DECISIONS 1003 
during the time the stepparent is a widow or widower, it obviously 
survives the termination of the marriages in question. That being so, 
the nature of the cause of the termination, whether death or divorce, 
would not appear to have any compelling legal significance for inherit- 


ance tax purposes.” 


If Total Value of Gifts is Known, Value of The Separate Gifts Can be 
Ascertained 


Lorch v. Campbell, United States District Court, Northern District of Texas, August 21, 1959 


Both parties to an action for refund of gift taxes stipulated that the 
total value of the stock, which comprised two separate gifts in trust, 
was $26,800. The Government contended that the value of the gifts 
of stock to the life beneficiaries could not be ascertained, and hence 
that the gift tax annual exclusions were not allowable. Held: The donor 
is entitled to the annual exclusions. In each trust agreement the 
trustee was authorized, in his discretion, to terminate the trust at any 
time and pay over to the remainder-man the proceeds. “It is suggested 
that the value of the life estate might not be ascertained on an actuarial 
basis. However, it would appear under the stipulation that this 
question is immaterial. The donor gave so much stock to her children 
and grandchildren. She could have given it to them jointly or she 
could have given it to them in separate estates, viz., in life estates 
and with the remainders over, but the value she parted with would have 
been the same in either case. The Government accepted the total 
value of the stock at $26,800.00. If all the stock embraced within the 
gift or gifts be known, then it seems that the value of the life estates 
would bear a known ratio to the total of $26,800.00.” 


Widow With Power to Invade Expected to Leave Something 
For Children 
Semmes v. Commissioner of Internal Revenue, Tax Court of the United States, 
September 22, 1959 
Decedent named his wife life beneficiary of a trust of stock. Upon 
the wife’s death trust principal was to be divided equally among their 
three children. The wife was given the sole power of management and 
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control of the trust property and the right to vote or sell the stock and 
invest the proceeds of sale. She was also given the right to invade 
principal for her own benefit at any time. In an estate tax proceeding, 
Held: Decedent clearly intended “to leave the children something if they 
survived their mother and she had not exhausted all of the trust corpus 
for her own benefit.” Under Tennessee law the various powers given the 
wife are not equivalent to absolute ownership of the trust property, nor 
does the wife possess a power to appoint principal in all events to 
herself as unqualified owner or appoint to her estate. Accordingly, she 
does not possess such an interest in the trust as to qualify it for the 
estate tax marital deduction. 


Joint Interest in Bank Deposit Includible in Decedent-Depositor’s 
Estate 
Doyle v. Commissioner of Internal Revenue, Tax Court of the United States, 
September 18, 1959 

Decedent deposited $7,000 in a savings bank in the name of himself 
or his son. The son kept the passbook in his desk, where decedent had 
free access to it. Decedent gave no reason for the joint deposit, but the 
son considered the funds as his own to do with as he wished, “so long as it 
was not contrary to anything [decedent] may have thought.” In an 
estate tax proceeding, Held: Decedent’s executor failed to rebut the 
presumption, raised by a New Jersey statute, that the son acquired title 
to the bank deposit by right of survivorship. Decedent thus intended 
to give his son a joint interest in the account only, and that portion of 
the amount on deposit at the time of decedent’s death is properly 
includible in decedent's gross estate. 


Direction Against Apportionment of Estate Taxes Must be 
Unambiguous 


In the Matter of the Estate of Leonard, New York Supreme Court, Appellate Division, 
Third Department, August 13, 1959 

Decedent's will provided: “I direct my executors . . . to pay all of my 
just debts, funeral and administration expenses, including such estate 
and inheritance taxes as may be assessed against my estate.” Decedent 
during his life had made transfers of certain joint bank accounts and life 
insurance policies. In an estate tax proceeding, Held: The estate taxes 
on decedent’s estate cannot be apportioned among the beneficiaries 
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under his will. “The grouping of the estate taxes with debts and ad- 
ministration expenses, which are ordinarily payable out of the general 
estate, is significant of the purpose of the [decedent] to charge the taxes 
similarly.” However, there was no equivalent direction against appor- 
tionment of the taxes upon the non-testamentary transfers of bank ac- 
counts and life insurance. “There is a strong policy in favor of statutory 
apportionment. Those who contend against apportionment must bear the 
burden of proof . . . and the direction in testator’s will must be clear 
and unambiguous.” 


Insurance Includible in Decedent Partner’s Taxable Estate 
Opinion of Texas Attorney General, No. WW-668, July 20, 1959 

The above Opinion states: (1) The proceeds of National Service 
Life Insurance policies are subject to the Texas inheritance tax and 
includible in a decedent-insured’s gross estate. The fact that war risk 
insurance policies are exempt from Federal estate taxation does not 
preclude inclusion of such policies in decedent-insured’s gross estate 
for purposes of the Texas inheritance tax; (2) Proceeds from life insur- 
ance policies taken out by business partners, reciprocally naming the 
co-partner as beneficiary pursuant to an agreement between them, 
which are received by the surviving partner, are subject to inheritance 
tax as insurance, even though the premiums were paid from the partner- 
ship account. The proceeds of the policies are entitled to their pro rata 
share of the allowable inheritance tax insurance exemption; (3) In 
determining the value of a decedent partner’s partnership interest at 
his death the State is not bound by an agreement between the partners 
fixing the value of the partnership assets. The Texas inheritance tax 
statute “looks not to the net estate of a decedent but to the amount 
received by an individual by virtue of a taxable transfer.” 


Provision For Unlawful Accumulation of Income Excised From Will 
In re Goldenblank, New York Surrogate's Court, King's County, 142 New York Law Journal 
5 (July 20, 1959) 

Testator’s will provided that his executors were to distribute to his 
beneficiaries “whenever and as often [as] the moneys belonging to me 
in their possession aggregate the sum of ($20,000) Dollars.” In a con- 
struction proceeding, Held: The provision in testator’s will “will . . . 
be excised as calling for an unlawful accumulation of income.” 
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Annuities Paid For Entirely by Serviceman Includible in His 
Gross Estate 


Revenue Ruling 59-254, I.R.B. 1959-32, p. 8 


Advice was requested whether annuities received by survivors 
of retired members of the uniformed services (under the Uniformed 
Services Contingency Option Act of 1953) are includible in a decedent- 
member's gross estate. The above Ruling states that since under the 
Act of 1953 the retired member of the uniformed services bears the 
entire cost of annuity which he elects on retirement to have paid to his 
widow or other survivors, “the entire value of the annuity payable 
to the widow, child, or children of the retired member” is includible 
in the decedent-member’s gross estate for estate tax purposes. 


“Certificates of Indebtedness”’ of Trust Taxable for Gift Tax Purposes 
at Face, not “Market Value”’ 


Estate of Julian W. Vose, Tax Court of the United States, August 31, 1959 


Pursuant to a retained power, settlor caused trustees to issue “certi- 
ficates of indebtedness” in various amounts to members of settlor’s 
family. Such certificates were interest-bearing and were made payable 
upon the termination of the trust. The trust was irrevocable and would 
terminate after the end of the lives of certain of settlor’s family. The 
certificates were issued many years before the death of the settlor, 
and the trust continues in existence. Held, the value of each certificate 
for gift tax purposes is its face amount. Since the gifts of the certificates 
eliminated their face amounts from the gross taxable estate of the settlor, 
the property should be given a value “commensurate with what was found 
to be free from [estate] tax on decedent’s death.” Such value was held 
to meet the applicable test of “value” at the time of the gift. 
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INVESTMENT AND FINANCE 


Edited by OSCAR LASDON 





Trust Investments 


N selecting c6mmon stocks for 

investment in today’s market, 
what factors should be consider- 
ed? In answer to this question, 
Wayne R. Bennett, vice president 
of the Continental Illinois Nation- 
al Bank and Trust Company of 
Chicago, presented the following 
format to members of the Ameri- 
can Bankers Association at their 
Western Regional Trust Confer- 
ence. 

1—Capitalization and _ Finan- 
cial Position. Debt should be 
moderate in relation to total capit- 
alization. Were a severe decline 
in earnings to occur, the ability to 
meet fixed charges could become 
a real concern to the shareholder. 
Furthermore, a high level of 
credit places the company in a 
more flexible position to do future 
financing. An additional benefit 
of strong capitalization may be 
less dilution of the equity. 

2—Management. This is one 
of the most difficult questions to 
evaluate. However, examination 
of the record of the company im- 
parts information as to whether 
the management has been main- 
taining, losing, or improving the 
company’s position in its field. 

38—Research and Engineering. 
Extremely important to the suc- 
cess of a company are improve- 
ment of products and product 
development. Adequate funds 


spent properly in well planned 
research have much to do with 
the company’s future. 


4—Labor Costs. 
not ruled out because of a high 


A company is 


labor factor. On the other hand, 
a company which has to pay out 
40 to 50 cents of each dollar of 
revenue in wages and salaries may 
find it more difficult to live with 
the trend of rising labor costs than 
a company with a low labor fac- 
tor. 


5—Record of the Company. 
This shows whether earnings and 
profit margin have been improv- 
ing, are static or are declining. 
Dividend record and dividend 
policy should be examined with 
reference to stability, pay-out 
ratio, and reasonable _reinvest- 
ment of income in the business. 

6—Earnings on Capitalization 
and Net Worth. Pretax earnings 
of 15 or 20 per cent or more, re- 
invested at the same rate, gener- 
ally mean more to the stockholder 
than if all the earnings are paid 
out in dividends. At present 
yields, the stockholder may be 
better off if the corporation rein- 
vests at even a lower rate pretax. 


7—Income and Related Data. 
Data on current price, price range, 
and price-earnings ratio in past 
years and presently; also, on esti- 
mated future earnings, dividend, 
and dividend yield. If market 
price is high on an historical basis, 
or the price-earnings ratio is high, 
are these factors justified by the 
record of the company? With 
respect to the dividend, is it secure, 
is the yield reasonable, and what 
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are the prospects for a dividend 
increase? 

8—Other Factors. Among these 
are labor relations, foreign com- 
petition, participation in foreign 
markets, the effect of the growth 
in population on the company, etc. 

Mr. Bennett emphasizes the 
selection of industries, particularly 
where growth seems probable. In 
this sector he does not confine his 
observations to a few companies 
where the yields are about 1 per 
cent. “The handful which come 
readily to mind in this group,” says 
the Chicago banker, “would pro- 
vide a _ subject, “What Price 
Growth? At 40 or more times 
1959 earnings, these stocks may be 
discounting the future to such an 
extent they carry more than aver- 
age risk. If their earnings do not 
continue to grow at the rate the 
market assumes, then present 
prices are terribly inflated. If they 
do continue to grow at the assumed 
rate, then this growth will justify 
present prices and higher prices at 
other periods in the future when 
investor confidence is high.” 

“My point,” continues Mr. Ben- 
nett, “is that common stocks were 
attractive for income in many 
years after the war when dividend 
yields were substantially in excess 
of bond yields. Today the situa- 
tion is reversed. If we want yield, 
we should invest in bonds. In 
‘The Selection of Common Stocks 
in Today’s Market, the emphasis 
should be on growth in companies 
where earnings improvement will 
justify present or even higher 
prices in a reasonable period of 
time.” 

At the same regional conference, 
Carlysle A. Bethel, president of 
the ABA Trust Division, declared 
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that stocks had a number of ad. 
vantages not available to bonds, 
Over the years, he pointed out, the 
dividends on stocks afforded yields 
higher on the average than interest 
on bonds. This is notwithstanding 
the higher yields which are present- 
ly obtainable from bonds. Another 
advantage, he observed, was that 


most well managed corporations | 


place a large part of their earnings 
back into the business; this leads to 
a steady growth in net worth which 
eventually “bursts through” in the 
form of stock dividends, split-ups, 
or increased cash dividends. Fur- 
thermore, in a period of inflation, 
the values of plant and equipment 
and earning power of corporations 
adjust themselves to the upward 
spiral; the dollar amounts of net 


worth and profits tend to increase | 


as the purchasing power of the 
dollar itself shrinks. 


Mr. Bethel, who is also senior 
trust officer of the Wachovia Bank 
and Trust Company of Winston, 
N.C., conceded that “It is true that 
‘money-good’ bonds do pay off 100 
cents on the dollar at maturity; but 
any one who concludes that having 
invested funds in fixed obligations 
he can rest content as to their 
constant market value is in for a 
rude awakening.” Here he draws 
attention to the wide fluctuations 
experienced in long-term Treasur- 
ies, both over a period of years, and 
within each year as well. During 
each of the last two calendar years, 
he remarks, there was about a 10 
per cent swing in the prices of 
such bonds within the space of 
several months. The obvious con- 
clusion is that bonds as well as 
stocks fluctuate in value to a sub- 
stantial degree. 


Mr. Bethel points out that stock 
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market history supports the propo- 
sition that “stocks have always 
come back in price and gone on to 
new highs. A reliable common 
stock index covering an estimated 
90 per cent of the market value of 
common stocks listed on the New 
York Stock Exchange and using 
1941-43 as 10 shows since 1871 
such stocks have increased in value, 
with some interruptions, from 
about 4.4 to a level of 58.8... an 
increase of about 1,200 per cent” 
(to late September, 1959). 


The Wachovia Bank and Trust 
Company trust officer does not 
urge endless retention of any stock. 
“We all know,” he emphasizes, 
“that no trustee can afford to take 
the position that once a stock is 
bought it can be put away and for- 
gotten. We know that a trustee 
must constantly review his holdings 
within an industry as well as the 
industries themselves and be con- 
stantly on the lookout for signs 
that a particular company or indus- 
try is beginning to slow down or 
lose its vitality. History has shown 
that aging, sluggish industry does 
not ‘come back.’” 


John D. Lockton, Treasurer of 
the General Electric Company, 
made some pertinent observations 
with reference to investing for pen- 
sion trusts. Noting that current 
yields on growth stocks were below 
those indicated by both the Dow- 
Jones stock average and from fixed 
obligations, he stated that “there 
seems to be little question that over 
a long period of time the best 
results will come from sacrificing 
current yield in favor of higher 
eventual yield and greater princi- 
pal appreciation . . .. Our emphasis 
on growth stocks,” he continued, 
“is reflected in the earnings from 
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The 


this portion of our portfolio. 
average on common stocks current- 
ly being purchased is a little over 
2% per cent, compared to about 3 
per cent on the Dow-Jones Indus- 


trial Average. But dividends on 
these stocks have increased at an 
average rate of slightly over 7 per 
cent a year since 1950, while divid- 
ends on the Dow-Jones have in- 
creased less than 3 per cent a year.” 


Bank Underwriting of 
Municipal Bonds 


“A somewhat taboo subject,” says 
vice president Alan K. Browne of 
the Bank of America N.T. & S.A. 
“is the individual trust department 
policy of purchasing new munici- 
pal bond issues when their bank’s 
bond department is a member of 
the underwriting group.” Fortun- 
ately, this is not a major problem, 
since the number of so-called 
dealer banks is relatively few. But, 
as Mr. Browne observes, it does 
raise the question of conflict of in- 
terest as well as competition for in- 
vestments. 

To begin with, we are reminded, 
the trust department does not pur- 
chase bonds from the bank’s bond 
department unless such powers 
have been granted in the individual 
trust. Of course, there is no pro- 
hibition against the trust depart- 
ment dealing through the bond 
department in the execution of 
orders, all of which amounts to no 
more than a utilization of profes- 
sional service. 

However, where the bank’s bond 
department participates in a syndi- 
cate which has underwritten a new 
issue, another series of problems 
develop. A conflict of interest may 
result even though the bonds are 
purchased through another mem- 
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ber—or even non-member—of the 
underwriting syndicate. The 
reasoning supporting a conflict of 
interest springs from the fact that, 
prior to all bonds being sold and 
the account closed, a reduction in 
the amount of unsold bonds bene- 
fits all underwriting members. 

The Pacific Coast banker re- 
marks that trust department prac- 
tice varies in connection with the 
above set of circumstances. Some 
trust departments disregard the 
possibility of a conflict of interest. 
Others will approve purchase only 
when the syndicate manager has 
announced the closing of the ac- 
count, marking the disposition of 
all bonds. Still others will not con- 
sider purchase until after syndicate 
profit checks are in the mail— 
which occurs some time after de- 
livery of bonds and considerably 
after the date of sale. 

Where the new issue is attract- 
ive, trust departments following 
the policy enunciated in the last 
two cases find themselves denied 
the opportunity to secure the 
bonds. In order to conform to 
policy and still participate, some 
trust departments engage in what 
Mr. Browne regards as a risky and 
unsound practice. This practice 
is one of advising certain dealers 
of the trust department’s potential 
interest, putting the dealers in the 
position of taking the market risk 
as against potential future sales. 
The only legitimate alternative con- 
sists of the trust department pur- 
chase in the secondary market, an 
alternative which is not always pos- 
sible. Of course, if the deal turns 
sour, there is no problem since 
purchase in the secondary market 
would not then be considered. 
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In view of the lack of uniformity 
of practice, Mr. Browne urges care- 
ful reexamination. He suggests 
measurement of the value of the 
underwriting agreement, the liabil- 
ity of individual members, as well f 
as potential profit and loss, in an 
attempt to determine whether trust 
department purchase of a new 
municipal bond issue through other 
than the bank’s bond department 
constitutes a conflict of interest and 
unjust enrichment of the bank. His 
own opinion is that it constitutes a 
borderline situation which could be 
ruled either way. 


Odds and Ends 


The American National Bank 
and Trust Company of Chicago has 
issued a brochure, “Term Loans 
and Revolving Credits.” Presented 
therein are work sheets or forms to 
be followed in the construction of 
such agreements. It is authored by 
Leigh R. Gignilliat, Jr., vice presi- 
dent of the Chicago bank and Dud- 
ley F. Jessop, Chicago attorney. 

New York University’s Graduate 
School of Business Administration 
has released a study, “Economic 
Changes and Banking Legislation 
in New York State,” by Professors 
Marcus Nadler and Jules I. Bogen. 

The Hanover Bank of New York 
is making available, “The U.S. and 
the World Economy,” by Professor 
Marcus Nadler. 

“Doing Business in Other States,” 
by Mortimer M. Caplin, has been 
published by the United States 
Corporation Co., 50 Broad Street, 
New York 4, N.Y. This 1959 re- 
vised edition should be of practical 
value to attorneys. 





BOOKS FOR BANKERS 


RAILROAD EQUIPMENT FIN- 
ANCING. By Donald MacQueen 
Street. Columbia University 
Press. New York. 1959. $6.00. 
Pp. 177. Professor Street has 
compiled an up-to-date account 
of the distinctive means where- 
by American railroads finance the 
acquisition of rolling stock. 
Equipment trust agreements, 
conditional sales contracts, and 
lease arrangements, the principal 
forms of present day financing, 
receive comprehensive examina- 
tion. This volume is the pro- 
duct of intensive academic re- 
search, as well as many years of 
practical experience as a bank 
investment officer. 


CASE PROBLEMS IN FINANCE. 
Third Edition. By Hunt, Wil- 
liams, Porterfield, Langer and 
Vandell. Richard D. Irwin, Inc. 
Homewood, II]. 1959. $9.00. Pp. 
694. Corporate treasurers, ban 
lending > ni and others vested 
with the responsibility of making 
important financial decisions will 
welcome this collection of cases 
exemplifying and _ explaining 
policy decisions with respect to 
corporate financial problems. 
The reader is thrust into realistic 
situations calling for determina- 
tion of working capital needs, 
estimating fund requirements, 
and making specific loan ar- 
rangements. In the long-term 
finance sector, problems con- 
cerning capital budgeting, debt 
vs. equity financing, marketin 
of new issues, are well illustrated. 
Attention is also devoted to such 


special financial problems as 
valuation, merger, and open- 
market repurchase of securities. 
Because the statements of facts 
are well presented, the reader is 
not burdened with the task of 
rearrangement in order to gain a 
complete understanding of the 
decisions reached by manage- 
ment in each instance. 


THE MONEY SIDE OF “THE 


STREET.” By Carl H. Madden. 
Federal Reserve Bank of New 
York. New York City. 1959. 
$0.70. Pp. 104. This educa- 
tional document deals with the 
money market institutions, the 
instruments used, and the parts 
played by the New York Reserve 
Bank and the Federal Reserve 
System in the field of money and 
credit. Attractive charts and 
photographs supplement the text. 


COMMON STOCKS AND BUSI- 


NESS CYCLES. By Edgar 
Lawrence Smith. The William- 
Frederick Press. New York. 
1959. Pp. 226. $10.00. The 
author is best known for his 
“Common Stocks as Long-Term 
Investments,” published in 1924. 
In the current work, he calls 
attention to the fact that rhythms 
in economic series have been 
anticipated by similar or reverse 
rhythms in natural phenomena, 
such as in weather recorded in 
temperature and in rainfall. 
These are described as new a 

proaches to cyclical “a 
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FINANCIAL ANALYSIS FOR 


MANAGEMENT. By Ronello 
B. Lewis. Prentice-Hall, Inc. 
Englewood Cliffs, N.J. 1959. Pp. 
190. Exhibits 37. $25.00. Those 
vested with the responsibility of 
decision-making in industry and 
finance will find this unusual 
volume to be a useful tool as 
well as a source of valuable in- 
formation. Mr. Lewis relates 
proposed capital expenditures to 
the projected rate of return and 
enunciates rules for appraisal of 
proposed capital outlays. Among 
other intriguing topics, he dis- 
cusses the purchase or acquisi- 
tion of a growing business, plan- 
ning the source of funds to meet 
capital requirements, lease and 
leasebacks versus ownership. 
Included are 37 life-sized ex- 
hibits of forms ss the 
treatment of numerous problems 
of analysis, supported in detail 


by figures and examples. These 
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reflect the author’s wide experi- 
ence and competency in the 
area of financial big business. 


SECURITY ANALYSIS. By Doug- 


las H. Bellemore. Simmons- 
Boardman Publishing Corp., 
New York. 1959. Pp. 196. $5.00. 
Professor Bellemore has done 
an excellent job in showing the 
security analyst how to distin- 
guish between normal operating 
income and reported earnings. 
Through practical and timely 
examples which pinpoint neces- 
sary adjustments in income and 
and balance sheet statements, he 
has given a notable assist to 
more intelligent appraisal of 
financial statements. The volume 
is concise and penetrating. It 
is characterized by a total lack 
of filler material, and every page 
has something significant to say. 








THIE BOOK BANKING HAS BEEN WAITING FOR 


PROFITABLE BANKING e 


By Clifford L, Hufsmith 


ot ee 
, Texas 


The first book to present a logical and effective method! 
_imereasing bank profit sufficiently to pay comparable salaries | 
dividends that will attract the additional capital banking sh 


~ MORRIS A. SCHAPIRO, the New York Bank Analyst says: : 
~ presentation and discussion of the profit area open to banking} 
revealing. This work will prove useful to bankers.” 


_- DR. ARTHUR A. SMITH, the Dallas Economist and Beale! . 
“The author has courageously attacked the problem of rel 
SS Gana Genk corutogsand has dose so tx a ca 

interesting fashion. It should be read profitably by every bankg 


_ DR. WARREN A. LAW of the Harvard Graduate School of Bu: 

_” Administration, says: “The author has produced a oughta 
_ Tucid work in an area which has heretofore been sadly neglect 
the book deserves attention.” 


- ‘THE BOOK THAT PUTS FREE ENTERPRISE BACK INTO FE 


' A banker’s request will put a copy on his desk for a fived 
-* examination to be returned if he decides it is not worth the pur 
- price of $10.00. 
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